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PART I

THIS ANNUAL REPORT ON FORM 10-KSB CONTAINS CERTAIN FORWARD-LOOKING STATEMENTS
THAT INVOLVE RISKS AND UNCERTAINTIES. WORDS SUCH AS “ANTICIPATES”, “PLANS”,
“ESTIMATES”, “EXPECTS”, “BELIEVES” AND SIMILAR EXPRESSIONS AS USED IN THIS DOCUMENT
IN CONNECTION WITH CLEARSTORY OR ITS MANAGEMENT, ARE INTENDED TO IDENTIFY
FORWARD-LOOKING STATEMENTS. THE COMPANY HAS BASED THESE FORWARD-LOOKING
STATEMENTS ON ITS CURRENT EXPECTATIONS AND PROJECTIONS ABOUT FUTURE EVENTS.
HOWEVER, THE COMPANY’S ACTUAL RESULTS, PERFORMANCE, OR ACHIEVEMENTS MAY DIFFER
MATERIALLY FROM THOSE EXPRESSED IN THE FORWARD LOOKING STATEMENTS. PLEASE SEE
“BUSINESS RISKS” FOR A MORE DETAILED DESCRIPTION OF THOSE CONDITIONS AND EVENTS
THAT COULD CAUSE THE COMPANY’S RESULTS TO DIFFER.

ITEM 1. DESCRIPTION OF BUSINESS

Overview

ClearStory Systems, Inc. (“we”, “our”, “ClearStory” or the “Company”) (OTCBB: CSYS) was
incorporated in Delaware in December 1989 as INSCI Corp. We acquired certain assets and liabilities of WebWare
Corp., a leading provider of content management solutions for the digital asset management (“DAM”) market on
September 5, 2003. On October 28, 2004, at our Annual Meeting of the Stockholders, we received approval to
change our name from INSCT Corp. to ClearStory Systems, Inc. as part of our overall strategic transition within the
broader Enterprise Content Management (“ECM”) and DAM markets. The Company is headquartered in
Westborough, Massachusetts, with a mailing address of One Research Drive, Suite 200B, Westborough MA 01581
and telephone number (508) §70-4000. The Company can also be reached at its Website
http://www.clearstorysystems.com.

We are an established provider of software solutions within the ECM and DAM markets. The Company’s
proven solutions manage the capture, storage, distribution, security and lifecycle of wide-ranging unstructured
content, such as video, marketing assets, multi-media presentations, animation, and e-mail; and fixed content, such
as reports, statements, trade confirmations, explanation of benefits (“EOB”) statements, and other final-form
documents. Our suite of software provides applications for the management of this content; and a platform for
integrating this content into a wide variety of business environments including global marketing, media services,
compliance initiatives, brand management, e-learning, online self-service, finance, and customer service.

The accompanying consolidated financial statements for the year ended March 31, 2005 and 2004 include
the operations of the Company and its wholly-owned subsidiaries, WCORP, Inc. (“WCORP”) and Lognet 2000, Inc.
WCORP was established August 26, 2003 to acquire certain assets and liabilities of WebWare® Corporation
(“WebWare”). WCORP acquired certain assets and assumed certain liabilities of WebWare on September 5, 2003.
Additional subsidiaries of the Company are InfiniteSpace.com, Corp. , The Internet Broadcasting Company, Inc.
and INSCI (UK) Limited, all of which are no longer active.

Strategy

Our mission is to provide market-leading solutions for the integration of rich media and business
documents into business processes. Our strategy is based on three principles:

» Open architecture: a philosophy for integrating systems, media processing tools and technologies, with a
commitment to Java Enterprise Edition (“J2EE”), which allows us to support best practices environments for our
customers; and gives developers the flexibility to build value on our platform;

+ Scalability: offering applications built on a foundation designed to support the rapid proliferation of enterprise
content and able to withstand the demands of growing user communities as our customers extend their systems to
external users;




* Total cost of ownership: building on our strength in knowledge of rich media management, creating extensible
solutions that bring greater value to our customers, while embracing technology that offers cost effective, rapid
deployment.

Our history began with software solutions for the capture and preservation of high-volume, mission-critical
content necessary for business operations, or regulatory compliance. This content includes documents such as bank
statements, 401(k) statements, customer and vendor statements, EOB statements, and transaction confirmation
documents. Our product offering evolved as the market sought to extend this content to customer-facing initiatives,
such as document libraries for call centers and online statement presentment for customers. Leveraging emerging
market opportunities, we have expanded our product offering to include e-mail archiving, and DAM—which
captures, stores and delivers high-value digital assets such as video, branded content, graphics and multi-media
presentations. Qverall, our product suite helps our customers improve productivity, increase customer satisfaction,
enhance communication, and ultimately provides them with a strategic foundation for business agility and
innovation. With the recent release of out Radiant Enterprise Media Server, our next-generation software platform,
coupled with our ActiveMedia™ product offerings, we have substantially expanded our digital media capabilities
and supported the demands of global enterprises that are seeking solutions such as video management, marketing
content management, and enterprise media services.

Industry Background

Today’s digital enterprise is expanding the creation of content at an overwhelming rate. Regulatory
compliance issues, cost pressures, productivity requirements and consumer demands are requiring corporations to
increasingly control and manage their enterprise content. Managing rich media, including video, audio, marketing
graphics and compound documents has become a critical business requirement. Rapid production and on-demand
consumption of rich media is a growing demand as wireless telecom and broadcast digital infrastructures create new
channels for delivery of content. To meet these demands, organizations are faced with the requirement to capture,
store and deliver business content in a variety of information formats from multiple applications. This information
may be in the form of transactional data, documents, video, voice, audio, e-mail, multi-media presentations, and
web content, among others. Electronic management of this business content requires a flexible and well architected
solution, which includes the ability to employ industry standard technology to leverage information from discrete
information systems, and integrate content into business processes.

International Data Group {“IDC”) expects the ECM market to grow to over $9 billion in 2008, a compound
annual growth rate (“CAGR”) of 14%. According to IDC, the fastest growing sub-segments of this market are
DAM—due to rich media growth demands—with a projected CAGR of 42% by 2008 and e-mail, with a CAGR of
50% for the same period.

Internet delivery and presentment is rapidly becoming a business requirement. New capabilities such as
electronic bill presentment, customer access to statements and bills, and integrated invoicing and marketing extend
the value of conventional customer-facing documents. Electronic commerce, business-to-business correspondence,
electronic customer presentment and e-mail are required communications components of most companies.

With the growing need for accelerated time to market, companies are looking to improve brand
management, increase marketing productivity, and accelerate product launches. By better managing digital assets
(such as images, video, documents, layouts, and other rich media}, and enabling secure access to this content across
the global enterprise, companies gain a platform for market acceleration and business agility.

We help our customers manage their business content - through advanced, flexible and cost-effective
solutions. Our technology is engineered to scale with a customer’s growing business requirements without
performance degradation as content volume proliferates. With the powerful cataloging and metadata technology,
millions of documents and digital assets are preserved for easy retrieval, management and distribution.

Software Products

Our Radiant Content Suite provides a powerful platform for integrating content into a wide variety of
business environments including global marketing, media services, corporate governance initiatives, e-learning,
finance and customer service.
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Radiant Enterprise Media Server (“Radiant EMS”) (released in February 2005) is a pure J2EE platform
for document and rich media solutions offering a scaleable n-tier architecture that takes advantage of industry
standard Web Services description language and Remote Method Invocation application program interface (“API™).
Its advanced architecture offers interoperability for substantially increased market opportunity through seamless
integration with third party applications and a developer platform for service providers. Its modular design provides
exceptional go-to-market flexibility, including direct-sale installed applications, original equipment manufacturers
(“OEM™) and/or platform-centric opportunities, and a subscription-based hosted service offering.

ActiveMedia is our next-generation enterprise DAM application, built on our Radiant EMS platform. It
provides a highly scalable, completely Web-based solution for the management of rich media with low total cost of
ownership, powerful functionality, flexible metadata models, user simplicity, and high interoperability. The system
offers a secure central repository where rich media files such as images, documents, video, animation, voice and
other formats of rich media and brand assets are organized and stored; and it provides secure on-demand delivery of
this content to Web-browser users, desktops, websites, or enterprise applications. The system also offers superior
handling of video and compound documents (such as QuarkXpress and Adobe InDesign), a critical requirement for
marketing teams, advertising agencies, and marketing services firms.

Radiant Business Document Server (“Radiant BDS”) is a proven and industry-recognized system for
high-volume document capture, archiving, and online presentment. The Company has successfully marketed
Radiant BDS to premiere clients within financial services, insurance, and healthcare markets, which has resulted in a
substantial ongoing revenue stream.

Radiant BDS captures, stores, and delivers mass-volumes of business-critical content enterprise-wide. It
provides a highly scalable digital content repository for the preservation of wide-ranging content (legacy computer
output, documents, e-mail, Microsoft Office files, and imaged documents). Designed to meet the unique demands of
large-scale implementations, Radiant BDS manages millions of documents and supports instant Internet-based
access to this content by thousands of concurrent users.

Radiant BDS is built on a scalable architecture that supports multiple platforms. Access to archived
content is offered through both a web-deployable desktop client, and browser-based access. Additionally, an
industry-standard Java-based API offers integration with third-party applications, such as Web portals, Customer
Relationship Management (“CRM”), service providers, and Healthcare Information Technology (“HIT”) providing a
platform for expanded market presence.

Radiant MailManager (released January 2005) is a highly scalable e-mail active archiving solution that
provides complete lifecycle, compliance, and storage management for the corporate e-mail knowledge base. The
Company believes this product can be the foundation for more comprehensive compliance solutions. Built for
performance, it uses a lightweight embedded JBOSS application server and mySQL database. Fully integrated with
Microsoft Outlook, the search client uses XML over HTTP to send query information and receive results from the
embedded application server.

Professional Services Group

We believe that a high level of customer service and support is necessary for the long-term performance
and success of the Company. We offer an array of services to new and existing clients and partners, including
maintenance support for our customers. Additionally, we offer our rich media products, Radiant EMS and
ActiveMedia, under a subscription-based hosted service model.

Our professional services group offers implementation, integration, and customization services designed for
each customer’s specific requirements. We also offer periodic classroom training at our Westborough, MA location
for end-users, application programmers and systems administrators as well as on-site training when requested.
Utilizing our core products, technologies and the capabilities of our professional services resources, we have
developed specialized systems integration methodologies to implement advanced solutions within large and
complex client environments. For rich media solutions, our dedicated professional services group offers clients the
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Governmental Regulation

We market and support applications in certain regulated industries which require increased costs and
adherence to specified regulations including Health Insurance Portability and Accountability Act of 1996
(“HIPAA”), SEC 17A and various securities regulations as specified by the Securities and Exchange Commission
(“SEC”). We believe that our applications and business practices adhere to the various requirements as specified by
the regulatory authorities.

Employees

We employed 72 full-time employees as of June 30, 2005. Our future success depends, in part, on our
ability to retain existing employees and to attract new management and technical employees. We have no collective
bargaining agreements and consider our relationships with our employees to be good.

Business Risks

An investment in our common stock involves a high degree of risk. Current and potential investors should
carefully consider the following risks, and consult with their legal, tax and financial advisors when considering an
investment in the Company.

We Have A History Of Losses And Our Ability To Be Profitable Depends On A Number Of Factors That We May Be
Unable To Control.

We have incurred substantial operating losses since our inception, which has resulted in an accumulated
deficit of $56,391,000, as of March 31, 2005. For the years ended March 31, 2005 and March 31, 2004, we incurred
net losses of $1,242,000 and $2,324,000, respectively. We expect this working capital deficit to further increase as
we anticipate incurring additional losses for the first eight months of fiscal 2006. Since our acquisition of certain assets
and liabilities of WebWare on September 3, 2003, we have experienced operating losses as we focused our efforts
on integration and market enhancement initiatives and the development of our next generation platform, Radiant
EMS. There can be no assurance that that revenues will continue to increase from current levels to allow us to
become profitable or that any expense reduction actions we may take, will allow us to become profitable, or not
affect future revenues or our market position.

Our quarterly sales and operating results have varied significantly, and may vary in the future, as a result of
several factors such as:

Size and timing of software license orders

Adoption of recently introduced products

Sales mix of installed versus hosted license revenues
License revenues as a percentage of our revenues
Completion of backlog orders

Successful implementation of a direct sales model
Acceptance and sign off of service contracts
Maintenance contract renewal rates

Seasonality

Customer budgetary constraints and timelines
Availability of embedded third party products or tool sets
Availability of Alliance Partner products

Financial condition of Alliance Partners

Variations of Alliance Partner strategies
Competitive pricing

Changes in product distribution channels

Execution of a direct sales strategy

Variations in expense levels

General technology trends

Change of business strategy




¢  General economic conditions
o Changes in accounting pronouncements

A significant amount of our license and service revenues are derived from a limited number of customers.
Such orders are typically placed within the specific financial quarter when revenue is recognized, and we expect this
trend to continue. The placement of such orders is typically at the end of a fiscal quarter requiring shipment. The
sales cycle is typically lengthy for a new licensed customer and shorter for an existing customer. Revenue
recognition for service contracts requires the acceptance and sign off from a customer. The amount of licensed
product and service backlogs at the end of a quarter is typically immaterial. We experience variations in product
demand due to customer budgetary constraints that may be imposed within a fiscal year. Additionally, we may
experience changes in product demand due to changes in budgetary timelines. As a consequence, we experience
difficulty in forecasting license and service revenues, particularly at the beginning of the fiscal quarter.

License revenue gross margins are substantially higher than other revenue sources. The percentage of
license revenues to the overall revenues in a fiscal period may materially affect the overall gross margins and
profitability for any period. Variations in expense levels compared to other periods may result in changes in
operating income within a fiscal period.

Execution Of Our Business Plan Will Require the Successful Implementation Of Our Direct Sales.

Historically, we have significantly relied on the indirect sales channel for sales leads and product revenues,
We have invested, and expect to continue to invest, in the development and growth of a direct sales channel. To the
extent that we are not successful in such efforts, future revenue growth and operating margins may be adversely
affected.

Because We Have Experienced Losses We May Need Additional Working Capital To Implement Our Business Plan.

We experienced losses from operations of $1,242,000 and $2,324,000 for the fiscal years ended March 31,
2005 and 2004, respectively. These losses were funded partially through additional equity offerings. In the future,
we may need additional financing to operate our business and implement our business plan beyond the $250,000 of
funds raised in connection with the issuance of Series C Convertible Preferred Stock on April 15, 2005 and
$750,000 of funds in connection with the issuance of a 10% convertible note on June 16, 2005. As of March 31,
2005, the Company had a working capital deficit of $3,708,000 compared to a working capital deficit of $2,609,000 as
of March 31, 2004,

If additional funds are raised by issuance of equity securities, dilution to our stockholders will result. There
can be no assurances, however, that we will be successful in obtaining funds from any equity sources. If additional
funds are not available, we may be forced to eliminate or curtail certain of our projects , sell assets, take additional
steps to conserve cash and modify the execution of our business plan. These actions may adversely affect our results
of operations.

Our Inability To Raise Additional Capital On Acceptable Terms In The Future May Limit Our Growth.

If our capital resources become insufficient to meet future requirements, we will have to raise additional
funds to continue the operations, development and commercialization of our technologies. Our inability to raise
capital would seriously harm our business and development efforts. In addition, we may choose to raise additional
capital due to market conditions or strategic considerations even if we believe we have sufficient funds for our
current or future operations. These funds may not be available on favorable terms, or at all. If adequate funds are not
available on attractive terms, we may have to restrict our operations significantly or obtain funds by entering into
agreements on unattractive terms. Further, to the extent that additional capital is raised through the sale of equity or
convertible debt securities, the issuance of these securities could result in dilution to our stockholders.




Our Existing Common Stock Shareholders Face Substantial Dilution Upon the Conversion of Qur Outstanding
Series B Convertible Preferred Stock and Series C Convertible Preferred Stock.

Our stock is traded on the Over the Counter Bulletin Board (OTCBB) under the symbol “CSYS”. As of
June 30, 2005, we have 5,992,287 common shares outstanding. As of June 30, 2005, the Company’s Series B
Convertible Preferred Stock is convertible into 8,634,080 shares of common stock while the Company’s Series C
Convertible Preferred Stock is convertible into approximately 7,617,650 shares of common stock.

The Members Of Our Board Of Directors Own A Significant Percentage Of Our Common Stock And Can Influence
Matters Requiring The Vote Of Shareholders.

As of June 30, 2005, our directors and officers, assuming the conversion of all outstanding preferred stock
into common stock, owned approximately 17.4 million shares of common stock, representing approximately 78% of
the outstanding common stock. Based on their ownership, our directors and officers have the ability to influence
matters requiring a stockholder vote, including the election of directors, the amendment of charter documents, the
merger or dissolution of the Company and the sale of all or substantially all of its assets. Their voting power also
may discourage or prevent any proposed takeover.

Our Preferved Stockholders Have Senior Rights In The Event Of Our Liquidation, Dissolution Or Winding-Up.

Our preferred stockholders have senior rights in the event of our liquidation, dissolution or winding-up,
including our sale to a third party. In the event that any liquidation, dissolution or winding-up occurs, our common
stockholders would not be entitled to any proceeds of such liquidation, dissolution or winding-up until the
liquidation preference of our preferred stockholders is fully satisfied. As a result, we can provide no assurances that
our common stockholders will receive any proceeds in the event of our liquidation, dissolution or winding-up to the
extent that the liquidation preference of our preferred stockholders is not fully satisfied. As of June 30, 2005, the
aggregate liquidation preference for all series of preferred stock was approximately $19.1 million.

The Potential Issuance Of Additional Shares Of Preferred Stock May Negatively Affect The Market Price Of Our
Common Stock And Shareholder Rights.

Our certificate of incorporation empowers the board of directors with the right to determine the
designations, rights, preferences and privileges of the holders of one or more series of preferred stock. The board of
directors can issue, without stockholder approval, preferred stock with voting, dividend, conversion, liquidation or
other rights, which could adversely affect the voting power and equity interest of common stockholders.

As A Consequence Of The Reverse Stock Split We May Experience Shareholder Liguidity Issues.

We implemented a reverse stock split of 1:10 on January 2, 2004. As a result, the freely traded number of
shares on the OTC bulletin board has been substantially reduced. This may give rise to certain liguidity issues
relative to the freely traded common stock. This may impair the ability to achieve liquidity within certain periods of
trading. The average daily trading volume for the 3-month trading period ended June 30, 2005 was approximately
4,000 shares of common stock.

Our Former Independent Public Accountants, Goldstein & Morris PC, Resigned Effective October 20, 2004.

On October 20, 2004, Goldstein & Morris PC (“Goldstein & Morris") informed us that they were resigning as
our independent registered public accounting firm. Prior to October 20, 2004, Goldstein & Morris had not previously
advised management or our audit committee of its intention to resign its engagement as our independent registered
public accounting firm. The resignation was not sought or recommended by our audit committee.

On November 22, 2004, the Company’s audit committee engaged Miller, Ellin & Company, LLP as its new
independent public accounting firm for the year ended March 31, 2005.

On May 25, 2005, the Public Company Accounting Oversight Board took action against Goldstein &
Morris by revoking its registration and barring its managing partner, Edward B. Morris, from associating with a
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registered accounting firm for violating the auditor independence rules of the Sarbanes-Oxley Act with respect to
two public companies unrelated to the Company.

SEC rules require the Company to present historical audited financial statements in various SEC filings,
such as registration statements, along with Goldstein & Morris’s consent to the inclusion of their audit report in
those filings. Despite our best efforts, we have not been able to obtain the consent of Goldstein & Morris to the
inclusion of their audit report in the Company's current filing and, most likely, future filings. The SEC has
previously provided relief to allow companies to file reports without the requirement to file a consent of its former
independent registered public accounting firm in certain circumstances, but purchasers of securities sold under the
registration statements, which were not filed with the consent of former independent registered public accounting
firm's audit report, would not be able to sue the former independent registered public accounting firm pursuant to
Section 11(a)(4) of the Securities Act, and therefore, the purchasers’ right of recovery under that section may be
limited as a result of the Company's inability to obtain Goldstein & Morris’s consent.

Our business and our results of operations may be adversely impacted by Goldstein & Morris’s resignation
in that:

e We have and expect to continue to incur substantial additional legal and accounting fees relating to
disclosure and other regulatory compliance matters associated with the resignation of Goldstein & Morris;
and

o  QOur management has already spent, and is expected to continue to spend, considerable time and effort on
matters related to the resignation of Goldstein & Morris.

Our Business Greatly Depends On Indirect Sales.

We depend upon introductions to potential customers by companies with which we maintain strategic
alliances for a significant percentage of our sales. Although we have written agreements with our Alliance Partners
and other value added resellers, the agreements do not require customer introductions nor do they provide for
minimum required purchases of our products. In addition, on March 30, 2005, we signed a teaming agreement with
IBM, representing a new distribution opportunity for our recently released next generation platform, Radiant EMS.
If any of the companies with which we maintain strategic alliances decide not to refer potential customers to us, our
sales may be reduced and operating losses increased. In addition, there is no assurance that we will be able to
maintain our strategic alliances on current terms. If our Alliance Partners’ strategy, product offerings or financiai
condition change, or if there are material changes in their sales force or customer support, or if their hardware or
software products are unavailable, our revenues may be affected.

We Are Dependent On Licensed Technology.

We depend on certain software products that are licensed from third parties, which are embedded and used
in our products. We believe that there are replacement alternatives for such third party products; however, the
interruption of the availability of such products may have an adverse impact on the delivery of our products.
Additionally, we expect our third party vendors to maintain and continually improve their products. To the extent
that such products became obsolete or inoperable with other industry standard applications, we may experience an
adverse effect on revenues, operating results and a decrease in customer satisfaction.

We Changed The Name Of The Company And Initiated A New Product Branding.

On October 28, 2004 at the Annual Stockholder Meeting, stockholders approved a proposal to change the
name of the Company to ClearStory Systems, Inc. from INSCI Corp. We believe that the name change better
reflects our current positioning within the ECM market. The name change has required and may continue to require
increased expense for legal matters, as well as promotional, marketing and communication materials. We have also
initiated an effort to establish a common brand for our products within the ECM market with a new naming
convention for certain of our products. To the extent that the name change and product branding cause confusion
within our target market or client base, we may experience a decrease in revenues and/or an increase in overall
expenses.
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We Are Offering Our Customers A Hosted Solution.

We host our DAM application in our hosted data center. The success of the hosted application business
model has not been clearly demonstrated, and market acceptance of the hosted center is not ensured. To the extent
that we experience technological problems or challenges, certain of our customers may seek a market alternative,
which may limit market adoption of the hosted model.

Our Products And Services Are Dependent On Internet Acceptance, Accessibility, Infrastructure And Security.

We have developed and realized revenues from our Internet-based products and related services. The
Internet is a recent product delivery platform, and as such, is characterized by rapid technology changes, evolving
standards and adoption rates. Future revenues and services are dependent upon the acceptance of the Internet as a
recognized method of conducting business.

The accessibility of the Internet has expanded over the last several years. Technology enhancements and
improvements have accelerated the availability of Internet access. To the extent that continued developments in
communications, communication standards, availability and accessibility do not continue to expand, the rate of
adoption may decline. Additionally, the expansion of the Internet as a commercial communications platform
typically requires continued capital investment and infrastructure support. To the extent that capital investment
declines or funding for Internet-based programs is reduced, the accessibility and necessary supporting infrastructure
may reduce the adoption and performance of the Internet,

If there is an increase in the use of the Internet, or no increase in bandwidth, the infrastructure may not be
able to effectively support demand and result in a degradation of commercial acceptance. Reduced response times
may also affect the acceptance of the Internet.

Rapid Technology Changes In Our Industry May Adversely Affect Our Business.

Our business is subject to technological advances and possible product obsolescence. The market for our
products is characterized by rapidly changing technology, intense competition, technological complexity and
evolving industry standards. We must ensure that our products are compatible with those products offered by third-
party vendors, including server platforms for our software and various storage devices and platforms. We have no
contracts with third-party vendors; therefore, there is no assurance that we will be able to make our software
products compatible with new products that are introduced by others.

We Have Recently Released The Next Generation Of Our Product.

We recently announced the release of our next generation software platform, Radiant EMS, based upon a
pure J2EE architecture. We have also embraced a Web services technology model for the Uls and API. There can
be no assurance that such technologies will not be replaced by more contemporary offerings in the marketplace.

The market acceptance of the architecture and related applications cannot be ensured. To the extent that
we experience certain product issues or that acceptance is limited, we may incur increased expense to maintain
additional product lines and may not realize anticipated savings with the technology model. The performance and
market adoption of this platform may alter future product development strategies, which may result in delays to
subsequent product introductions. In addition, customers may delay upgrading and migrating to new products. As a
result of the above, we may experience reduced revenues and increased expenses in future periods.

Quality Assurance And Product Stability.
We have invested to establish a quality assurance function to limit certain errors, omissions and support
incidents. While we believe that we have implemented industry standards and procedures to minimize issues, there

can be no assurance that released versions of the product will not contain certain issues, the consequence of which
cannot be fully determined.
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We Depend On Proprietary Technology, Which Is Not Protected By Patents.

Our business depends on proprietary software technology for which we have no patent protection.
Although we require our employees and others to whom we disclose proprietary information to sign non-disclosure
agreements, this protection may not be sufficient. Our business will be adversely affected if anyone improperly uses
or discloses our proprietary software or other proprietary information.

We do not hold any patents and rely on copyright and trade secret laws, non-disclosure agreements and
contractual provisions to protect our proprietary technology. These methods afford only limited protection. Despite
the precautions we take, unauthorized parties may attempt to copy or otherwise obtain and use our proprietary
technologies, ideas, know-how and other proprietary information without authorization or may independently
develop technologies similar or superior to our technologies. Policing unauthorized use of our products may be
difficult and costly. Also, the laws of some foreign countries may not protect our proprietary rights to the same
extent as the laws of the United States. Therefore, we are unable to predict whether our means of protecting our
proprietary rights will be adequate.

We believe that our technologies have been developed independent of others. Nevertheless, third parties
may assert infringement claims against us and our technologies may be determined to infringe on the intellectual
property rights of others. We could become liable for damages, or be required to modify our technologies or obtain
a license if our technologies are determined to infringe upon the intellectual property rights of others. We may not
be able to modify our technologies or obtain a license in a timely manner, if required, or have the financial or other
resources hecessary to defend an infringement action. We would be materially adversely affected if we fail to do
any of the foregoing.

Because Of The High Cost, We Lack Product Liability Insurance.

We develop, market, install and service ECM and DAM systems. Failure of our products may result in a
claim against us. Because of the high cost of product liability insurance, we do not maintain insurance to protect
against claims associated with the use of our products. Any claim against us may result in costs to us in defending
litigation. Further, any claim may require management's time and the use of certain of our resources.

We Depend Upon Certain Key Employees To Develop Our Products.

We do not have the financial resources to compete with larger more established companies to attract and
retain certain key technological employees. The loss of current technological employees or our inability to recruit
and retain employees with certain key technology skills could have an adverse effect on product development and
our business.

Because Of Certain Provisions In Our By-Laws, Change In Control May Be Difficult.

Our by-laws and the Delaware General Corporation Law contain provisions that may make a change in
control of the Company more difficult or delay attempts by others to obtain control of us, even when this may be in
the interests of stockholders. The Delaware General Corporation Law also imposes conditions on certain business
combinations with "interested stockholders”, as defined by Delaware law. Under certain agreements with key
personnel, we also have provided the acceleration of vesting of stock options in the event of a change of control and
severance payments in the event that the employment of such personnel is terminated without cause following a
change in control. Additionally, we have provided that if a change of control occurs, certain directors will receive
immediate vesting of stock options granted under our 1992 and 2004 Directors Option Plans.
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ITEM 2. DESCRIPTION OF PROPERTY

The Company leases approximately 27,500 square feet of office space as its corporate headquarters,
including its hosting operations, in Westborough, Massachusetts under an operating lease that expires in April 2011.
We also lease approximately 5,500 square feet office space in Sausalito, California under an operating lease that
expires in October 2009. ’

We consider our present office space adequate for our foreseeable needs.

ITEM 3. LEGAL PROCEEDINGS

The Company was a defendant in an action commenced on May 16, 2003 by one of its customers for the
return of certain pre-petition payments made prior to the customer’s bankruptcy petition in the amount of
approximately $121,000. The Company was contesting the action and was asserting a number of affirmative
defenses on its behalf. On February 8, 2005, we entered into a settlement agreement whereby all claims regarding
this action were settled for $30,000.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None

PART II

ITEMS. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

Our common stock is traded on the Over-the-Counter Bulletin Board (“OTCBB”) under the current trading
symbol “CSYS”. Prior to our name change on October 28, 2004, we traded on OTCBB under the trading symbol
“INCC”. The table below shows the high and low sale prices as reported in NASDAQ’s informational reports.
These prices represent prices between dealers, do not include retail mark-up, markdown or commissions, and may
not necessarily represent actual transactions.

Common Stock Price

Fiscal 2005 Fiscal 2004
Quarter High Low High Low
First $0.80 $0.48 $1.20 $0.55
Second $0.70 $0.36 $2.40 $1.00
Third $0.51 $0.20 $2.40 $0.85
Fourth $0.49 $0.26 $1.45 $0.75

On June 30, 2005, the closing price of the common stock was $0.34. As of June 30, 2005, we had 77
holders of record of our common stock. This does not include stockholders whose stock is held in nominee or street
name by brokers and other institutions.

No dividends have been declared on our common stock for the two most recent fiscal years. We currently

intend to retain our earnings to finance future growth and therefore do not anticipate paying any cash dividends on our
common stock for the foreseeable future.
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Securities Authorized for Issuance under Equity Compensation Plans

Number of securities
remaining available for
Number of securities future issuance under
to be issued upon Weighted-average equity compensation
exercise of exercise price of plans (excluding
outstanding options,  outstanding options, securities reflected in
warrants and rights warrants and rights column (a))
Plan category (a) (b) (c)
Equity compensation plans
approved by security holders 3,031,786 $ 1.08 752,644
Equity compensation plans
not approved by security holders : - 3 - -
Total 3,031,786 $ 1.08 752,644

ITEM 6. MANAGEMENT’S DISCUSSION AND ANALYSIS OR PLAN OF
OPERATION

Overview

The following discussion of the financial condition and results of operations for the years March 31,
2005 (“Fiscal 2005”) and March 31, 2004 (“Fiscal 20047) and discussion of financial condition at March 31,
2005 should be read in conjunction with the audited financial statements and notes thereto contained elsewhere
in this report. The following discussion contains forward-looking statements that reflect our business, plans,
estimates and beliefs. Our results could differ materially from those discussed in the forward-looking statements.

On October 28, 2004, at our Annual Meeting of the Stockholders, we received approval to change our
name from INSCI Corp. to ClearStory Systems, Inc. to more appropriately describe our current positioning as a
leading provider of solutions to the ECM market. Our highly scalable solutions provide storage, access and
presentment of mission-critical documents, reports, statements, e-mail and high-value digital assets necessary for
business operations, or regulatory compliance. The industry recognized that highly scaleable archive solutions
support high volume ingestion, digital asset preservation, and on-line presentment and delivery functions via internal
networks, or via the World Wide Web. With the addition of web-enabled capabilities, our customers can take
advantage of e-commerce to improve communication, customer satisfaction, and productivity while potentially
decreasing operating costs.

We were founded to capture and preserve high volumes of mission critical business information. Our
product offering includes web-based presentment capabilities for documents such as bank statements, 401(k)
statements, customer and vendor statements, EOB statements, and transaction confirmation documents. We have
expanded our product offerings to include e-mail archiving and notification capabilities as well as the ability to
capture, store and deliver high value digital assets such as video, voice on demand, graphics and presentations
subsequent to our acquisition of certain assets and liabilities of WebWare Corp. on September 5, 2003. These
offerings provide our customers with the ability to increase internal communication, improve productivity and
increase customer satisfaction and communication. With the recent release of our Radiant Enterprise Media Server,
our next generation software platform, coupled with our ActiveMedia product offerings, we have substantially
expanded our digital archive and rich media asset management capabilities and support business efforts such as
video and voice on demand, and marketing content management.

We distribute our products through a combination of our direct sales force and through our Alliance
Partners. Revenue is net of discounts and allowances given to our Alliance Partners. We also market and license

15

e ——— ]



our products on an international basis through our Alliance Partners. We have reseller relationships with Unisys,
and Xerox Global Services, and OEM agreements with Agfa, Ascent Media Group, PFPC and Sunguard. In
addition, on March 30, 2005, we signed a teaming agreement with IBM, representing a new distribution opportunity
for our recently released platform, Radiant EMS. We consider the development of a successful Alliance Partner
program as a key ¢lement for our future growth. In Fiscal 2005 and 2004, we derived approximately 46% and 48%,
respectively, of our total revenues from our Alliance Partners. Sales to new end-users generally include a software
license, professional services, and maintenance contracts. Additionally, our Radiant EMS and Active Media
products are also offered under a hosting contract whereby we are an application service provider (“ASP”). ASP
sales typically include monthly recurring revenues that are recognized as earned.

Significant Accounting Policies

Financial Reporting Release No. 60, which was recently issued by the SEC, requires all registrants to
discuss critical accounting policies or methods used in the preparation of the financial statements. The notes to the
consolidated financial statements for the year ended March 31, 2005 contained elsewhere in this report include a
summary of the significant accounting policies and methods used in the preparation of our consolidated financial
statements, the most significant of which are revenue recognition, capitalization of software, and income taxes.

Further, we have made a number of estimates and assumptions that affect reported amounts of assets,
liabilities, revenues and expenses, and actual results may differ from those estimates. The areas that require the
greatest degree of management judgment are the assessment of the recoverability of long-lived assets, primarily
goodwill and capitalized software costs. Capitalized software costs, which consist primarily of payroll and related
expenses, is capitalized once technological feasibility, which is defined as completion of beta testing, is established.
It is then amortized when the product is released over an estimated useful life of three to five years.

We believe that full consideration has been given to all relevant and material circumstances to which we
may be subject, and the financial statements accurately reflect our best estimate of the results of operations, financial
position and cash flows for the periods presented.

RESULTS OF OPERATION
Comparison of Fiscal Years Ending March 31, 2005 and March 31, 2004
Revenues

The following tables compare total revenues for the fiscal years indicated (in thousands):

Year Ended March 31,
2005 2004 % Change
Product revenues $ 4703 § 3,137 50%
Professional services 1,310 1,215 8%
Maintenance and hosting contract revenues 5,575 4,477 25%
Total revenues h 11,588 % 8,829 31%

Revenues

Revenues for Fiscal 2005 increased by $2,759,000, or 31%, to $11,588,000 as compared to revenues of
$8,829,000 for all of Fiscal 2004. Product revenues increased by $1,566,000, or 50%, to $4,703,000 in Fiscal 2005
as compared to $3,137,000 in Fiscal 2004, Professional service revenues increased $95,000, or 8%, to $1,310,000 in
Fiscal 2005 as compared to $1,215,000 in Fiscal 2004. Maintenance and hosting revenues increased $1,098,000, or
25%, to $5,575,000 in Fiscal 2005 as compared to $4,477,000 in Fiscal 2004. The revenue increases were primarily
attributable to the inclusion of WebWare for the entire Fiscal 2005.
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Gross Profit

Gross profit for Fiscal 2005 increased by $1,564,000, or 24%, to $8,023,000 as compared to gross profit of
$6,459,000 for Fiscal 2004. The increase in gross profit is related to the increase in product and maintenance and
hosting revenues as previously noted. Gross margin decreased to 69% for Fiscal 2005 as compared to 73% for
Fiscal 2004. The decline in gross margins was primarily the result of the inclusion of service and maintenance
revenues associated with WebWare, which operate at lower gross margins than our historical gross margins.
Further, our service margins decreased due to investments made in our services organization for additional
personnel to support the release of our new next generation rich media platform, Radiant EMS.

Sales and Marketing

Sales and marketing expenses for Fiscal 2005 increased by $458,000, or 16%, to $3,380,000 as compared
to sales and marketing expenses of $2,922,000 for Fiscal 2004. The increase in sales and marketing expenses was
attributable to higher commissions to our direct sales force on the increase in revenues, as well as a commission of
$225,000 paid to a systems integration company, an increase in marketing costs associated with the re-branding of
our suite of products, our name change to ClearStory Systems, Inc. and our continued strategic investment in our
direct sales force.

Sales and marketing expenses expressed as a percentage of sales decreased to 29% in Fiscal 2005
compared to 33% in Fiscal 2004.

Product Development

Product development expenses, net of capitalized software, for Fiscal 2005 decreased by $294,000, or 10%, to
$2,679,000 as compared to $2,973,000 for Fiscal 2004, We capitalized $1,336,000 of product development costs
associated with the development of our next generation platform for Fiscal 2005 as compared to $242,000 for Fiscal
2004. This application, Radiant EMS, achieved technological feasibility in the fourth quarter of Fiscal 2004 and was
released in March 2005. Excluding the impact of the software capitalization, total product development expenses for
Fiscal 2005 would have increased by $800,000, or 25%, to $4,015,000 as compared to $3,015,000 for Fiscal 2004. The
increase in product development costs is attributable to the product development efforts associated with Radiant EMS
mentioned above, the development of MailManager and the development of formalized quality assurance and
documentation procedures to support our expanded product development investments.

Product development expense, excluding the impact of software capitalization, expressed as a percentage of
revenues, for Fiscal 2005 would have been 35%, compared to 36% for Fiscal 2004.

General and Administrative

General and administrative expenses for Fiscal 2005 increased $799,000, or 37%, to $2,962,000 as
compared to $2,163,000 for Fiscal 2004, The increase in general and administrative expense is primarily attributable to
an increase in rent expense, the inclusion of WebWare general and administrative expenses for all of Fiscal 2005 and a
provision of $80,000 for state and local taxes associated with previous years. We moved to a new corporate facility that
includes our data hosting facility on March 1, 2004. While the new lease provided for rent abatement through February
2005, we continued to be obligated for rent on our previous facility through September 2004. Accordingly, we
recorded rent expense for both facilities during this period.

General and administrative expenses, expressed as a percentage of revenues, were 26% for Fiscal 2005 as
compared to 25% for Fiscal 2004, ‘

Interest Expense, net
Interest expense, net for Fiscal 2005 decreased $180,000, or 42%, to $244,000 as compared to $424,000 for

Fiscal 2004. The decrease was due to the lower level of borrowings, as $1.9 million of convertible debt was
redeemed for $405,000, with the remaining debt being converted to Series C Convertible Preferred Stock as of
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March 31, 2004. These interest expense savings were partially offset by higher borrowings, fees and interest under
our factoring agreements.

Provision for Taxes

No provision for or benefit from federal, state or foreign income taxes was recorded for Fiscal 2005 or Fiscal 2004
because we incurred net operating losses and fully reserved deferred tax assets as their future realization could not
be determined.

Comparison of Fiscal Years Ending March 31, 2004 and March 31, 2003

Revenues

The following tables compare total revenues for the fiscal years indicated (in thousands):

Fiscal Year Ended March 31,

2004 2003 % Change
Product revenues $3,137 $3,811 (18)%
Professional services 1,215 1,199 1
Maintenance and hosting contract revenues 4477 4,226 6
Total revenues $ 8,829 $9,236 4

Revenues for Fiscal 2004 decreased by $407,000, or 4%, to $8,829,000 as compared to revenues of
$9,236,000 for Fiscal 2003. Total revenues decreased despite the inclusion of approximately $1.7 million of revenue
associated with WebWare which was acquired on September 3, 2003. Product revenues decreased by $674,000, or
18%, to $3,137,000 in Fiscal 2004 as compared to $3,811,000 in Fiscal 2003. The decrease in product licenses was
due to slow market acceptance and an increased focus on new market expansion. Maintenance and hosting revenues
increased by $251,000, or 6%, to $4,477,000 in Fiscal 2004 as compared to $4,226,000 in Fiscal 2003. The increase
in maintenance and hosting revenues was primarily attributable to the inclusion of revenues associated with the
WebWare acquisition.

Gross Profit

Gross profit for Fiscal 2004 decreased by $1,430,000, or 18%, to $6,459,000 as compared to gross profit of
$7,889,000 for Fiscal 2003. The decrease in gross profit is related to the decrease in product revenues as previously
noted. Gross margin decreased to 73% for Fiscal 2004 as compared to 85% for Fiscal 2003. The decline in gross
margins was primarily the result of: (i) lower product revenues as a percentage of total revenues in Fiscal 2004,
compared to Fiscal 2003, (ii) the inclusion of service and maintenance revenues associated with WebWare, which
operate at lower gross margins than our historical gross margins, and (iii) additional costs associated with our
hosting center as we invest in this solution.

Sales and Marketing

Sales and marketing expenses for Fiscal 2004 increased by $719,000, or 33%, to $2,922,000 as compared
to sales and marketing expenses of $2,203,000 for Fiscal 2003. The increase in sales and marketing expenses was
primarily attributable to the WebWare acquisition and increased expenses to expand our direct telemarketing and
direct sales effort to increase market visibility.

Sales and marketing expenses expressed as a percentage of sales increased to 33% in Fiscal 2004 as
compared to 24% in Fiscal 2003.
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Product Development

Product development expenses, net of capitalized software, for Fiscal 2004 increased by $967,000, or 48%, to
$2,973,000 as compared to $2,006,000 for Fiscal 2003. We capitalized $242,000 of product development costs
associated with the development of our next generation platform for Fiscal 2004. Excluding the impact of the software
capitalization, total product development expenses for Fiscal 2004 would have increased by $1,209,000, or 60%, to
$3,215,000 as compared to $2,006,000 for Fiscal 2003. The Company recorded capitalized development costs upon
the achievement of technological feasibility in the fourth quarter of Fiscal 2004 of it next generation platform,
Radiant EMS. The remaining increase was a result of the increased investment in e-mail archiving applications and
Java-based client presentations.

Product development expense, excluding the impact of software capitalization, expressed as a percentage of
revenues, for Fiscal 2004 would have been 36%, compared to 22% of revenues for Fiscal 2003.

General and Administrative

General and administrative expenses for Fiscal 2004 increased by $267,000, or 14%, to $2,163,000 as
compared to $1,896,000 for Fiscal 2003. The increase in general and administrative expenses is primarily attributable
to the inclusion of WebWare and the leasing of a new corporate facility.

General and administrative expenses, expressed as a percentage of revenues, were 25% for Fiscal 2004 as
compared to 21% for Fiscal 2003.

Non-recurring Items

Non-recurring items in Fiscal 2004 totaled $301,000 and consisted of severance, relocation and moving
expenses and other charges incurred as part of a plan to realign our operations due to the acquisition of WebWare.

Interest Expense, net

Interest expense, net for Fiscal 2004 was $424,000, a decrease of $266,000, or 38%, from the prior fiscal
year expense of $690,000. This decrease was due to decreased borrowings, primarily as a result of the conversion of
debt into convertible preferred stock and the reduction of the interest rate as a result of more favorable terms on an
operating cash facility.

Liquidity and Capital Resources

We anticipate, based upon our current operating outlook, that our cash balance of approximately $849,000
as of March 31, 2005, the proceeds of $250,000 from the issuance of Series C Preferred Stock on April 15, 2005 and
the proceeds of $750,000 from the issuance of a 10% convertible note on June 16, 2005, supplemented by advances
under our accounts receivable factoring agreement, should be sufficient to satisfy our operations and capital
requirements for the next twelve months. However, we may need additional financing to further supplement our
liquidity needs, especially for intra-quarter liquidity requirements that depend on the timing and amount of monthly
cash receipts that are anticipated by our current operating outlook. We have incurred operating losses and negative
cash flows for the past two fiscal years, since our acquisition of WebWare, that have historically been funded
through the issuance of additional equity capital from our major stockholders. While we expect our revenue for the
upcoming fiscal year to be in excess of our revenue for the current fiscal year due to significant investments in our
direct sales and marketing efforts, the establishment of new sales distribution channels and the development and
release of new products, there can be no assurances that we will be able to achieve revenue levels or sufficiently
reduce expenses to allow us to become profitable without detrimentally affecting our revenues or market position.
Additionally, we already have a working capital deficit of $3,708,000 as of March 31, 2005, compared to a working
capital deficit of $2,609,000 as of March 31, 2004, which increases the need for us to successfully execute and
deliver on our current business plan. We expect our working capital deficit to increase as we anticipate incurring
operating losses over the first eight months of fiscal 2006. In the event our plans or our assumptions change or prove
to be inaccurate (due to revenue shortfalls, unanticipated expenses, difficulties, delays or otherwise), we may have
insufficient funds to support our operations. Over the past several years, we have been successful in raising
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additional funds from our major shareholders which has allowed us to continue to make certain strategic
investments. However, our ability to garner continued financial support from these, or other investors, should the
need arise cannot be assured.

Our cash flows are summarized below for the periods indicated (in thousands):

Year Ended March 31,
2005 2004
Cash provided by (used in):

Operating activities $ 1,607 $ (1,756)
Investing activities (2,103) (1,696)
Financing activities 594 3,432

Net increase (decrease) in cash 98 (20)
Cash, beginning of period 751 771
Cash, end of period $ 849 § 751

Net cash provided by operating activities was $1,607,000 in Fiscal 2005 compared to net cash used in
operating activities of $1,756,000 in Fiscal 2004. The increase in cash from operations is primarily due to our lower
net loss for Fiscal 2005, increased non-cash expenses of $640,000, a reduction in accounts receivable of $1,014,000
and an increase in accounts payable and accrued expenses of $629,000. For Fiscal 2005, the days sales outstanding
(“DSO™) was 28 days compared to a DSO of 88 days for Fiscal 2004. The reduction in accounts receivable is
attributable to the collection of a $1.6 million receivable from one customer in the fourth quarter of Fiscal 2005,

Net cash used in investing activities was $2,103,000 in Fiscal 2005 compared to $1,696,000 in Fiscal 2004.
For Fiscal 2005, we utilized funds of $1,336,000 for capitalized software development costs and $767,000 of funds
for capital expenditures primarily attributable to the completion of our hosted data center, other equipment relating
to the relocation of corporate facilities and computer equipment and software associated with our product
development activities. During Fiscal 2004, we utilized $242,000 of funds for capitalized software development
costs, $827,000 of funds for capital expenditures primarily attributable to computer equipment and software
associated with our product development activities and $627,000 of funds for the acquisition of the assets and
certain liabilities of WebWare. Additionally, we issued 716,204 shares of our common stock in connection with the
WebWare acquisition, which we valued at $800,000.

Net cash provided by financing activities was $594,000 in Fiscal 2005 compared to net cash provided by
financing activities of $3,432,000 in Fiscal 2004. Cash provided in Fiscal 2005 was a result of the proceeds from the
issuance of 670,241 shares of Series C Preferred Stock for $1,300,000, proceeds from a sale and leaseback of capital
equipment of $240,000 partially offset by the repayment of $806,000 of advances against accounts receivable and
$140,000 of payments on capital leases. Cash provided in Fiscal 2004 was a result of the proceeds of $3,500,000 from
the issuance of Series C Preferred Stock.

“Forward-Looking” Statements Under The Private Securities Litigation Reform Act:

This Annual Report contains statements which constitute forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as
amended. These statements appear in a number of places in this Annual Report and include all statements that are
not statements of historical fact regarding the intent, belief or expectations of the Company and its management.
These statements are based upon a number of assumptions and estimates, which are subject to significant
uncertainties, many of which are beyond our control. Words such as “may,” “would,” “could,” “will,” “expect,”
“anticipate,” “believe,” “intend,” “plan” and “estimate” are meant to identify such forward-looking statements.
Such forward-looking statements are not guarantees and actual results may differ materially from those expressed or
implied by such forward-looking statements. Factors that could cause actual results to differ materially include, but
are not limited to our ability to achieve or maintain growth or profitability, our ability to execute our business
strategy successfully, our ability to obtain financing and to pay off our existing liabilities and to fund our working
capital needs, our relationship with our existing lenders, our relationship with our customers and suppliers, increased
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competition, possible system failures and rapid changes in technology and other factors discussed in this Annual
Report and in our other filings with the SEC.

ITEM 7. FINANCIAL STATEMENTS

The information required by this Item is incorporated by reference to the Table of Contents to Consolidated
Financial Statements and appears on page F-1 hereof.

ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

On October 20, 2004, Goldstein & Morris informed us that they were resigning as our independent registered
public accounting firm. Prior to October 20, 2004, Goldstein & Morris had not previously advised management or our
audit committee of its intention to resign its engagement as our independent registered public accounting firm. The
resignation was not sought or recommended by our audit committee.

On November 22, 2004, the Company’s audit committee engaged Miller, Ellin & Company, LLP as its new
independent public accounting firm for the year ended March 31, 2005.

The Company had no disagreement with its auditors in any matter of accounting principles, practices,
financial statement disclosures or auditing scope or procedures.

ITEM 8A. CONTROLS AND PROCEDURES

As of the end of the period covered by this report, we catried out an evaluation, under the supervision and
with the participation of our management, including our President and Chief Executive Officer and Chief Financial
Officer, of the effectiveness of the design and operation of our disclosure controls and procedures, as defined in
Exchange Act Rule 15(d)-15(e). Based upon that evaluation, we believe that our disclosure controls and procedures
are effective in enabling us to record, process, summarize and report information required to be included in our
periodic SEC filings within the required time periods. Our disclosure controls and procedures include, without
limitation, controls and procedures designed to ensure that information required to be disclosed by us in the periodic
reports filed with the SEC is accumulated and communicated to our management, including our principal executive
and financial officers, or persons performing similar functions, as appropriate to allow timely decisions regarding
required disclosure.

During the period covered by this report, there have been no significant changes in internal control over
financial reporting that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.

ITEM 8B. OTHER INFORMATION

None
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PART 11

ITEMO. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL
PERSONS; COMPLIANCE WITH SECTION 16(A) OF THE EXCHANGE ACT

In July 2005, we adopted a Code of Ethics that applies to all of our Directors, officers and employees,
including our principal executive officer, principal financial officer, principal accounting officer, controller or any
person performing similar functions. A copy of our Code of Ethics is attached as Exhibit 14.1 to this Annual Report
on Form 10-KSB.

The remaining information required by this item will be included in our Definitive Proxy Statement with
respect to our 2005 Annual Meeting of Stockholders to be filed with the Commission within 120 days following
March 31, 2005 under the captions “Election of Directors™, “Directors and Executive Officers of the Company” and
“Section 16(a) Beneficial Ownership Reporting Compliance”, and is incorporated by this reference as if set forth in
full herein.

ITEM 10. EXECUTIVE COMPENSATION

The information required by this item will be included in our Definitive Proxy Statement with respect to
our 2005 Annual Meeting of Stockholders to be filed with the Commission within 120 days following March 31,
2005 under the captions “Summary Compensation Table”, “Option Grants During Fiscal Year 2003, “Aggregate
Option Exercises In Last Fiscal Year And Fiscal Year End Option Values”, and “Remuneration of Non-
Management Directors” and is incorporated by this reference as if set forth in full herein.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

The information required by this item will be included in our Definitive Proxy Statement with respect to
our 2005 Annual Meeting of Stockholders to be filed with the Commission within 120 days following March 31,
2005 under the captions “Security Ownership of Certain Beneficial Owners” and is incorporated by this reference as
if set forth in full herein.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this item will be included in our Definitive Proxy Statement with respect to
our 2005 Annual Meeting of Stockholders to be filed with the Commission within 120 days following March 31,
2005 under the captions “Certain Relationships and Related Transactions” and is incorporated by this reference as if
set forth in full herein.
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ITEM 13. EXHIBITS
A) EXHIBITS
Exhibits are incorporated by reference to the Index of Exhibits provided at the end of this Report on Form
10-KSB.
ITEM 14, PRINCIPAL ACCOUNTANT FEE STRUCTURE
The following summarizes the fees paid to Miller, Ellin and Company, LLP for the year ended March 31,

2005 and to Goldstein & Morris Certified Public Accountants, PC, and the Company’s former Independent Registered
Public Accountants for the year ended March 31, 2004:

2005 2004
Audit fees $ 96,966 % 85,392
Audit-related fees - 37911
Tax fees 28,035 8,325
All other fees - -
Total Fees $ 125,001 § 131,628

Audit-related fees for the fiscal year ended March 31, 2004 primarily include fees associated with the audit of
‘WebWare Corporation, from whom certain assets were acquired by the Company.

The Company’s Audit Committee has responsibility for appointing, setting compensation and overseeing the
work of the independent auditor in accordance with SEC policies regarding auditor independence. It is the policy of
the Company’s Audit Committee to pre-approve all audit and permitted non-audit services provided by the independent
auditor. The Company’s Audit Committee meets with the independent auditor and management on an annual basis, at a
minimum, to review the plans and scope of the audit as well as the proposed fees of the independent auditor. The Audit
Committee approved all fees incurred.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.

ClearStory Systems, Inc.

Dated: July 7, 20035 By: /s/ HENRY F. NELSON
Henry F. Nelson, President and Chief Executive Officer
Dated: July 7, 2005 By: /s/ STEPHEN A. READ
Stephen A. Read, Vice President and Chief Financial
Officer
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POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes
Henry F. Nelson as his attorney-in-fact, with the power of substitution, for him in any and all capacities, to sign any
attached amendments to this Report on Form 10-KSB, and to file the same, with exhibits thereto and other documents
in connection therewith, with the Securities and Exchange Commission, hereby ratifying and confirming all that said
attorney-in-fact, or his substitute or substitutes, may do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by
the following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ HENRY F. NELSON President, Chief Executive Officer July 7, 2003
Henry F. Nelson and Director
/s/ STEPHEN A. READ Vice President and Chief Financial Officer July 7. 2005
Stephen A. Read
/s/ YARON 1. EITAN Director July 7, 2005
Yaron I. Eitan
/s/ DEREK W. DUNAWAY Director July 7, 2005
Derek W. Dunaway
/s/ FRANCIS X. MURPHY Director July 7, 2005
Francis X. Murphy
/s MITCHELL KLEIN Director July 7. 2005
Mitchell Klein
/s/ AMIT AVNET Director July 7. 2005
Amit Avnet
/s/ STEVEN MORGENTHAL Director July 7, 2005
Steven Morgenthal
/s/ ADI RAVIV Director July 7. 2005
Adi Raviv
/s/ GEORGE CALHOUN Director July 7, 2005
George Calhoun
/s/sTHOMAS REBAR Director July 7, 2005
Thomas Rebar
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INDEX OF EXHIBITS

The following Exhibits are filed as part of, or incorporated by reference into, this Report on Form 10-KSB,
as indicated below (footnote explanations are at end of index):

Amendment to Certificate of Incorporation of the Company Creating Preferred Stock.

Certificate of Amendment to Certificate of Incorporation increasing authorized number of Common
Certificate of Amendment to Certificate of Incorporation amending the Series A Preferred Stock and
Certificate of Amendment to Certificate of Incorporation changing the par value of the Common Stock
Certificate of Amendment to Certificate of Incorporation changing the Company name to ClearStory
Amended and Restated Certificate of Designation of the Preferred Stock of the Company.

Certificate of Amendment to the Amended and Restated Certificate of Designation of Series A
Convertible Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible Preferred

Rights agreement dated April 4, 2000 by and between the Company and the Rights Agent.

Investment Agreement dated November 28, 2000 by and among the Company, Selway and CIP.
Participation Agreement by and between Prestige Capital Corporation and Selway Partners, LLC.

Investment Agreement as of June 21, 2001 by and among Selway Partners, LLC, Selway Management,

Factoring and Security Agreement by and between the Company and Benefactor Funding Corp.
Second Amendment to Investment Agreement by and among the Company, Selway Partners, LLC and

Fourth Amendment to Investment Agreement by and between the Company and Selway Partners, LLC
Series C Convertible Preferred Stock Purchase Agreement by and between the Company and SCP
Asset Purchase Agreement by and between The Diablo Management Group as Assignee for the Benefit
of Creditors of WebWare Corporation and WCORP, Inc. for the assets of WebWare Corporation.

Note Purchase Agreement by and between WCORP, Inc. and SCP Private Equity Partners II, L.P.
Amendment No. 1 to Series C Convertible Preferred Stock Purchase Agreement by and between the
Stackholders Agreement by and between SCP Private Equity Partners II, L.P. and CSSMK, LLC.
Amended and Restated Employment Agreement by and between the Company and Henry F. Nelson.
Series C Convertible Preferred Stock Purchase Agreement by and among the Company, Selway
Amendment No. 2 to Series C Preferred Stock Purchase Agreement by and among the Company,
Amendment No. 3 to Series C Preferred Stock Purchase Agreement by and among the Company,
Amendment No. 1 to Stockholders Agreement by and among the Company, SCP Private Equity

Series C Convertible Preferred Stock Purchase Agreement by and among the Company, SCP Private

First Amendment to Amended and Restated Stockholders Agreement by and among the Company,

Exhibit No.  Description of Exhibit
31 Certificate of Incorporation of the Company.
32 Bylaws of the Company.
33
34 Certificate of Amendment to the Certificate of Incorporation.
3.5
Stock.
3.6
increasing the authorized number of Series B Preferred Stock.
3.7
in a 1:10 reverse stock split.
3.8
Systems, Inc.
39
3.10
Stock of the Company.
4.1
10.1 Lease agreement relating to the Company’s Westborough, MA headquarters.
10.2
10.3
104 Employment Agreement by and between the Company and Henry F. Nelson.+
10.5
Inc. and insci-statements.com, corp.
10.6
10.7
CIP Capital, L.P. of an investment agreement dated November 28, 2000.
10.8
of an Investment Agreement dated June 21, 2001.
10.9
Private Equity Partners II, L.P.
10.10
10.11
10.12
Company and SCP Private Equity Partners II, L.P.
10.13
10.14
10.15
Partners, LLC and CIP Capital L.P.
10.16
SCP Private Equity Partners II, L.P. and CSSMK, LLC.*
10.17
SCP Private Equity Partners II, L.P. and CSSMK, LLC.*
10.18
Partners II, L.P. and CSSMK, LLC.*
10.19
Equity Partners 1I, L.P., CIP Capital L.P. and CSSMK, LLC.
10.20
SCP Private Equity Partners II, L.P., CSSMK, LLC and Selway Partners.
10.21

First Amendment to Series C Convertible Preferred Stock Purchase Agreement by and among the
Company, SCP Private Equity Partners II, L.P., CIP Capital L.P., CSSMK, LLC and Klein Partners.
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10.22

14.1
16.1
16.2
21.1
311

312
321

322

Second Amendment to Amended and Restated Stockholders Agreement by and among the
Company, SCP Private Equity Partners II, L.P., CSSMK, LLC, Selway Partners, CIP Capital, L.P.
and Klein Partners.

ClearStory Systems, Inc. Code of Ethics.*

Letter regarding change in certifying accountants.

Goldstein & Morris PC letter regarding change in certifying accountants.

Subsidiaries of the Company.

Certificate pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 302 of the Sarbanes-
Oxley Act of 2002.*

Certificate pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 302 of the Sarbanes-
Oxley Act of 2002.*

Certificate pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002.**

Certificate pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002.**

+ Compensatory plan or agreement applicable to management and/or employees.
*  Filed herewith.
** Furnished herewith.

Unless otherwise noted, each exhibit is incorporated by reference with a prior filing.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders of
ClearStory Systems, Inc.

We have audited the accompanying consolidated balance sheet of ClearStory Systems, Inc. as of March 31,
2005 and the related consolidated statements of operations, stockholders’ equity (deficit) and cash flows for the
year ended March 31, 2005. These consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements based on our audit. The
consolidated financial statements of ClearStory Systems, Inc. as of March 31, 2004, were audited by other
auditors whose report dated May 28, 2004, expressed an unqualified opinion on those statements.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of ClearStory Systems, Inc. as of March 31, 2005 and the consolidated results of
its operations and its cash flows for the year then ended in conformity with accounting principles generally
accepted in the United States of America. ’

The accompanying consolidated financial statements have been prepared assuming that the Company will
continue as a going concern. As discussed in Note 14 to the consolidated financial statements, the Company has
an accumulated deficit resulting from recurring losses from operations and a working capital deficiency which
conditions raise substantial doubt about its ability to continue as a going concern. Management’s plans in regard
to these matters are also described in Note 14. The consolidated financial statements do not include any
adjustments that might result from the outcome of this uncertainty.

/S/MILLER ELLIN & COMPANY, LLP

New York, NY
May 13, 2005
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THE FOLLOWING REPORT IS A COPY OF THE ACCOUNTANT'S REPORT PREVIOUSLY
ISSUED BY GOLDSTEIN & MORRIS PC. THIS REPORT HAS NOT BEEN REISSUED BY
GOLDSTEIN & MORRIS PC

REPORT OF FORMER INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of
ClearStory Systems, Inc.

We have audited the accompanying consolidated balance sheets of ClearStory Systems, Inc. (formerly INSCI
Corp.) as of March 31, 2004 and the related consolidated statements of operations, stockholders’ equity (deficit)
and cash flows for the year ended March 31, 2004. These consolidated financial statements are the
responsibility of the Company’s management. Our responsibility i1s to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of ClearStory Systems, Inc. as of March 31, 2004 and the consolidated results of
its operations and its cash flows for the year ended March 31, 2004 in conformity with accounting principles
generally accepted in the United States of America.

/S/GOLDSTEIN & MORRIS

New York, New York
May 28, 2004
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ClearStory Systems, Inc.
CONSOLIDATED BALANCE SHEETS
As of March 31, 2005 and 2004
(In thousands, except per share amounts)

ASSETS

Current assets:
Cash and cash equivalents
Accounts receivable, net of allowance for doubtful
accounts of $22 and $10, respectively
Prepaid expenses and other current assets

Total current assets

Property and equipment:
Furniture and fixtures
Computer and other equipment
Software
Leasehold Improvements

Accumulated depreciation

Capitalized software, net of accumulated
amortization of $125 and $46, respectively

Goodwill

Other assets

2005 2004
849 751
917 2,128
439 358

2,205 3,237
28 33
1,204 677
313 163
622 537
2,167 1,410
(728) (285)
1,439 1,125
1,852 596
1,223 1,223
186 244
6,905 6,425

The accompanying notes are an integral part of these consolidated financial statements.
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ClearStory Systems, Inc.
CONSOLIDATED BALANCE SHEET
As of March 31, 2005 and 2004
(In thousands, except per share amounts)

2005 2004
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accounts payable and accrued expenses $ 2,665 § 1,975
Advances against accounts receivable sold with recourse 606 1,412
Deferred revenue 2,527 2,374
Capital leases, current portion 115 85
Total current liabilities 5,913 5,846
Long term liabilities:
Deferred rent 494 185
Capital leases, net of current portion 112 42
Total long term liabilities 606 227
Commitments and contingencies
Stockholders' equity:
Series A Convertible Preferred Stock, $.01 par value,

1,668 shares authorized: none issued - -
Series B Convertible Preferred Stock, $.01 par value,

2,317 shares authorized; 123 shares issued and outstanding 1 1

es C Convertible Preferred Stock, $.01 par value,

6,015 shares authorized; 3,666 and 2,683 shares issued and outstanding 37 27
8% Convertible Preferred Stock, $.01 par value,

No shares authorized; 74 shares issued and outstanding 1 1
Common Stock, $.10 par value,

185,000 shares authorized; 5,992 shares issued and outstanding 599 599
Additional paid-in capital 56,139 54,243
Accumulated deficit (56,391) (54,519)

Total stockholders' equity 386 352
$ 6,905 § 6,425

The accompanying notes are an integral part of these consolidated financial statements.
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ClearStory Systems, Inc.
CONSOLIDATED STATEMENTS OF OPERATIONS
For the Years Ended March 31, 2005 and 2004
(In thousands, except per share amounts)

2005 2004
Revenue:
Product $ 4,703 $ 3,137
Services 6,885 5,692
11,588 8,829
Cost of revenues:
Product - 212 157
Services 3,353 2,213
3,565 2,370
Gross profit 8,023 6,459
Operating expenses:
Sales and marketing 3,380 2,922
Product development 2,679 2,973
General and administrative 2,962 2,163
Non-recurring items - 301
9,021 8,359
Operating loss (998) (1,900)
Interest expense, net (244) (424)
Net loss $ (1,242) § (2,324)
Net loss per share - basic and diluted $ 0.3 § (0.46)
Weighted average common shares outstanding -basic and diluted 5,992 5,685

The accompanying notes are an integral part of these consolidated financial statements,
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ClearStory Systems, Inc.
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended March 31, 2005 and 2004
(In thousands)

2005 2004

Cash flows from operating activities:
Net loss $ (1,242) $ (2,324)
Reconciliation of net loss to net cash provided by (used in)
operating activities:

Depreciation 443 206
Amortization 90 46
Non-cash restructuring and other charges - (225)
Deferred rent 309 185
Changes in assets and liabilities: - -
Accounts receivable 1,211 197
Prepaid expenses and other current assets (81) 61
Other assets 48 (72)
Accounts payable and accrued expenses 666 37
Deferred revenue 153 133
Net cash provided by (used in) operating activities 1,597 (1,756)
Cash flows from investing activities:
Capitalized software (1,336) (242)
Capital expenditures (757 (827)
Purchase of net assets of WebWare - (627)
Net cash used in investing activities (2,093) (1,696)

Cash flows from financing activities:

Net advances {repayments) from sale of receivables (806) 554
Proceeds from sale and leaseback of equipment 240 -
Payments on capital leases (140) (54)
Proceeds from issuance of Series C Preferred 1,300 3,500
Series B Preferred dividends paid - (163)
Repayments on long-term convertible debt - (405)
Net cash provided by financing activities 594 3,432
Net increase (decrease) in cash 98 (20)
Cash, beginning of period 751 771
Cash, end of period 3 849 _§ 751

Supplemental Disclosure of Cash Flow Information:
Series C Preferred Stock issued in settlement of

dividends $ 606 $ 91
Common Stock issued in connection with WebWare - 800
Cash interest paid 228 445

The accompanying notes are an integral part of these consolidated financial statements.
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ClearStory Systems, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 - Nature of Business

ClearStory Systems, Inc. (“ClearStory” or the “Company”) is an established provider of software solutions
within the Enterprise Content Management (“ECM”) market. The Company’s proven solutions manage the capture,
storage, distribution, security and lifecycle of a wide-range of unstructured content, such as video, marketing assets,
animation, e-mail, and fixed content—final-form documents and reports. By bringing together digital assets and
business content with a unified Web services platform, the Company readily enables content use in e-commerce,
customer service, marketing content management and regulatory compliance applications.

On October 28, 2004, at the Annual Meeting of Stockholders, the Company’s name was changed from
INSCI Corp. to ClearStory Systems, Inc. (OTCBB: CSYS).

Note 2 - Summary of Significant Accounting Policies

A summary of the significant accounting policies consistently applied in the preparation of the accompanying
consolidated financial statements follows:

Basis of Consolidation

The accompanying consolidated financial statements include the operations of ClearStory and its wholly-
owned subsidiaries. All significant intercompany transactions and balances have been eliminated in the preparation of
these financial statements.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates.

Revenue Recognition and Deferred Revenues
Software license revenue

The Company recognizes software license sales in accordance with Statement of Position (“SOP”) No. 97-
2, Software Revenue Recognition, and SOP No. 98-9, Modification of SOP No. 97-2, Sofiware Revenue Recognition
With Respect to Certain Transactions. For software license sales for which any services rendered are not considered
essential to the functionality of the software, it recognizes revenue upon delivery of the software, provided (1) there
is evidence of an arrangement, (2) collection of our fee is considered probable and (3) the fee is fixed or
determinable. In certain of these arrangements, vendor specific objective evidence of fair value exists to allocate the
total fee to all elements of the arrangement. If vendor specific objective evidence of fair value does not exist for the
license element, it uses the residual method under SOP No. 98-9 to determine the amount of revenue to be allocated
to the license element. When the professional services are considered essential to the functionality of the software,
the Company records revenue for the license and professional services over the implementation period using the
percentage of completion method, measured by the percentage of labor hours incurred to date to estimated total
labor hours for each contract. For software license sales where the license term does not begin until installation is
complete, it recognizes license and professional services revenue when we complete the installation of the software.
For license arrangements in which the fee is not considered fixed or determinable, the license revenue is recognized
as payments become due. For those arrangements where collectibility is not considered probable, revenue is
recognized upon cash collections. For subscription license arrangements where customers are allowed the rights to
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unspecified products as well as unspecified upgrades and enhancements during a specified term, the license revenue
is recognized ratably over the term of the arrangement.

Service revenues

Service revenues include revenue from software maintenance contracts and hosting of the Company’s
software in its data center and systems integration and training revenue. Software maintenance revenue and hosting
revenue is recognized ratably over the contract period, generally one year. Systems integration and training revenue is
recognized when there are no significant remaining obligations and upon acceptance by the customer of the completed
project where the contract is of a short duration for a fixed price. Systems integration and training revenues provided to
customers on a time and materials basis are recognized as the related services are performed.

Deferred revenues

Deferred revenues represent (1) payments received from customers for software licenses, services, hosting
and maintenance in advance of performing services and (2) amounts deferred in accordance with SOP No. 97-2 and
SAB No. 101.

Capitalized Software Costs

The Company’s policy is to capitalize costs incurred in creating software products once technological
feasibility, which we define as completion of beta testing, is established. During the fiscal years ended March 31,
2005 and 2004, the Company capitalized software development costs in the amount of $1,336,000 and $242,000,
respectively.  Amortization of these costs will begin when the product is released and will be amortized over a
period of five years. Additionally, capitalized software costs at March 31, 2004 and 2005 includes $400,000 of
software associated with the acquisition of WebWare Corporation which is being amortized over a five-year period.
The Company recorded software amortization expense of $79,000 and $46,000 for the years ended March 31, 2005
and 2004, respectively. The Company reviews the amounts capitalized for impairment whenever events or changes
in circumstances indicate that the carrying amounts of the assets may not be recoverable. As of March 31, 2005, the
Company has concluded that no impairment charge is required.

Product development costs include all research and development expenses and software development costs.
The Company expenses all software costs associated with establishing technological feasibility. The capitalized
software costs noted above were primarily associated with the Company’s development of it next generation
platform Radiant Enterprise Media Server which achieved technological feasibility during the fourth quarter of
Fiscal 2004 and was made generally available in April 2005. Prior to this significant initiative, the Company had
not capitalized any software development costs due to the insignificant amount of costs being incurred between
completion of beta testing and general customer release.

Property and Equipment

Property and equipment are recorded at cost. Depreciation is provided on the straight-line method over the
estimated useful lives of the related assets. Upon retirement or sale, the cost of the assets disposed of and the related
accumulated depreciation and amortization are removed from the accounts and any resulting gain or loss is included in
the determination of net income (loss). The estimated useful lives are as follows:

Furniture and fiXtUIeS ........coocvcrvirnecrenencricnenienns 5 -7 years
EquIpmeEnt oo 3 -7 years
Software 3 years
Leasehold improvements ..........coccvevvevevuvevevnnennn Life of lease

The Company recorded depreciation and amortization expense on its property and equipment of $443,000 and
$206,000 for the years ended March 31, 2005 and 2004, respectively.
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Income Taxes

The Company provides for income taxes in accordance with Statement of Financial Accounting Standards
(“SFAS”) No. 109, Accounting for Income Taxes. SFAS No. 109 recognizes tax assets and liabilities for the
cumulative effect of all temporary differences between financial statement carrying amounts and the tax basis of
assets and liabilities and are measured using the enacted tax rates and laws that are currently in effect.

Earnings (Loss) per Common Share

Basic and diluted net earnings (loss) per share are presented in conformity with SFAS No. 128, Farnings
Per Share, for all periods presented. In accordance with SFAS No. 128, basic net earnings (loss) per common share
was determined by dividing net earnings (loss) applicable to common stockholders by the weighted average
common shares outstanding during the period. Basic and diluted net earnings (loss) per share are the same because
all outstanding common stock equivalents have been excluded as they are anti-dilutive.

Reconciliation of the Company’s net loss to net loss attributable to common shareholders is as follows:

Year Ended March 31,
2005 2004
Net loss - as reported $ (1,242) $ (2,324)
Preferred stock dividends (630) (278)
Net loss attributable to common shareholders $ (1,872) $ (2,602)

For the year ended March 31, 2005 and 2004, approximately 19.1 million shares and 17.1 million shares,
respectively, from stock options, warrants and convertible securities were excluded due to their anti-dilutive effect.

Long-Lived Assets

The Company follows SFAS No. 144, Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of SFAS No. 144 requires that long-lived assets be reviewed for impairment
whenever events or changes in circumstances indicate that the assets’ carrying amounts may not be recoverable. In
performing the review for recoverability, if future undiscounted cash flows (excluding interest charges) from the use
and ultimate disposition of the assets are less than their carrying values, an impairment loss is recognized. Such
losses are measured by the excess of the carrying amount over the fair value. No write-downs have been required
for the years ended March 31, 2005 and 2004.

Fair Value of Financial Instruments

The Company’s financial instruments, which include cash, accounts receivable, accounts payable, accrued
expenses and advances against receivables, approximate fair value due to the short-term nature of these assets and
liabilities. The carrying value of our capital lease obligations approximates their fair value given their market rates of
interest and maturity schedules.

Accounting for Stock Options and Warrants

The Company has elected to follow Accounting Principles Board (“APB”) Opinion No. 25, Accounting for
Stock Issued to Employees, and related interpretations in accounting for its employee stock options, Under APB No.
25, when the exercise price of employee stock options equals or exceeds the market price of the underlying stock on the
date of grant, no compensation expense is recorded. The Company discloses information relating to the fair value of
stock-based compensation awards in accordance with SFAS No. 123, Accounting for Stock-Based Compensation. See
Note 10 for the effect on net income (loss) and income (loss) per share as if the Company had applied the fair value
recognition provision of SFAS No. 123.
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Allowance for Doubtful Accounts

The Company extends unsecured credit to its customers in the ordinary course of business but mitigates the
associated credit risk by performing credit checks and actively pursuing past due accounts. An allowance for doubtful
accounts is estimated and recorded based on management’s assessment of the credit history with the customer and
current relationships with them.

Business Acquisition and Goodwill

On September 5, 2003, the Company acquired certain assets and assumed certain liabilities of WebWare
Corporation from Diablo Management Group, as assignee for the benefit of creditors of WebWare. The purchase
price was $1.3 million and was comprised of $500,000 in cash and the issuance of 716,204 shares of common stock
which was valued at $800,000. Additionally, the Company incurred closing costs of $127,000. The Company has
granted registration rights for these shares, which are subject to a lock up agreement. This transaction has been
accounted for as a purchase and accordingly, the operating results have been included in the Company’s
consolidated results of operations from the date of acquisition.

The components of the purchase price and allocation are as follows (in thousands):

Purchase price:

Cash $ 500
716,204 shares of ClearStory common stock 800
Acquisition costs 127
Total purchase price $ 1,427
Allocation of purchase price:
Fair value of assets acquired, net of $783 in liabilities assumed $ 204
Purchase price in excess of fair value of net assets acquired
allocated to goodwill 1,223
Total purchase price $ 1,427

Goodwill, in accordance with SFAS No. 142, will be tested for impairment annually and whenever there is
an impairment indicator. The Company has not recorded any impairment charges for the years ended March 31,
2005 and 2004, respectively.

Unaudited pro forma operating results for the year ended March 31, 2004 for the Company, assuming the
purchase of the assets of WebWare occurred on April 1, 2003, is as follows (in thousands):

2004
Revenues $ 9418
Net loss (4,607)
Basic and diluted loss per share from continuing
operations $ (0.81)
Reclassifications

Certain reclassifications have been made to the prior years consolidated financial statements to conform to
current presentation.

Recently Issued Accounting Standards

In December 2004, the FASB issued Statement of Financial Standards No. 123 (revised 2004), Share-
Based payment (“SFAS No. 123(R)”), which is a revision of SFAS No. 123. SFAS No. 123(R) supersedes APB
Opinion No. 25, Accounting for Stock Issued to Employees, and amends FASB Statement No. 95, Statement of Cash
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Flows. Generally, the approach to accounting for share-based payments in SFAS No. 123(R) is similar to the
approach described in SFAS No. 123. However, SFAS No. 123(R) requires all share-based payments to employees,
including grants of employee stock options, to be recognized in the financial statements based on their fair values.
Pro forma disclosure of the fair value of share-based payments is no longer an alternative to financial statement
recognition. SFAS No. 123(R) is effective for small public business issuers at the beginning of the first fiscal year
beginning after December 15, 2005, or effective April 1, 2006 for the Company.

The Company expects the adoption of SFAS No. 123(R) to have a material effect on its financial
statements, in the form of additional compensation expense, on a quarterly and annual basis. It is not possible to
precisely determine the expense impact of adoption since a portion of the ultimate expense that is recorded will
likely relate to awards that have not yet been granted, but are likely to be granted prior to our April 1, 2006 adoption
date. The expense associated with these future awards can only be determined based on factors such as the price for
the Company’s common stock, volatility of the Company’s stock price and risk free interest rates as measured at the
grant date. However, the pro forma disclosures related do SFAS No. 123 included in the Company’s historic
financial statements are relevant data points for gauging the potential level of expense that might be recorded in
future periods.

Note 3 — Concentrations of Credit Risk and Major Customers
Credit Concentrations

Financial instruments that potentially expose the Company to concentrations of credit risk consist primarily
of cash and accounts receivable. The Company maintains its cash with one major financial institution. The balance
at times may exceed the federally insured limit of $100,000. Management believes the risk is limited because the
institution is a large national institution with a strong financial position.

The Company performs ongoing credit evaluations of its customers and maintains reserves for potential
credit risks as determined by management. Accounts receivable consists of geographically and industry dispersed
customers. As of March 31, 2005, the Company had more than 21% of its outstanding accounts receivable
concentrated with two customers. As of March 31, 2004, the Company had more than 19% of its outstanding
accounts receivable concentrated with one customer.

Major Customers

For the year ended March 31, 2005, sales made to two customers accounted for approximately 25% of the
Company’s total revenues while one customer accounted for approximately 18% of the Company’s total revenues for
the year ended March 31, 2004.

Note 4 — Advances against Receivables Sold with Recourse

On November 2, 2004, the Company entered into a factoring agreement (“Factoring Agreement”) with a new
financing company, which replaced its existing financing agreement with a commercial bank that it entered into in
February 2004. Pursuant to the Factoring Agreement, the Company will sell certain accounts receivable at a purchase
price, for each accepted account, equal to (i) 98.75% of the face amount of the applicable account receivable less (ii)
fees and the amount of any trade or cash discounts, credits or allowances, set-offs or any other applicable reductions or
adjustments. The Company has also granted the new financing company a security interest in all of the Company’s
assets to secure the payment and performance of all obligations under the Factoring Agreement.

In February 2004, the Company entered into a financing agreement with a commercial bank, which
replaced its arrangement from May 2002. This agreement provided for the financing of all eligible accounts
receivable of the Company with recourse. The agreement called for advances of 80% of the face amount of the
eligible account with fees of 0.25% per annum and interest of 1.50% over prime on a per annum basis. The
Company had granted a security interest in all of the Company’s assets and accounts receivable to the bank.

In May 2002, the Company entered into an agreement with a commercial financing company, which
provided for the sale of all of the eligible domestic accounts receivable of the Company with recourse. Pursuant to
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the terms of the agreement, the Company received 80% of the face amount of the accepted account and was charged
a cornmission equal to 2.25% of the accepted amount. The Company had granted a security interest in all of the
Company’s assets and accounts receivable to the financing company.

The Company recorded fees and expenses of approximately $147,000 and $233,000 associated with
borrowings under the agreements mentioned above which is reflected as interest expense on the Company’s
Statement of Operations for the years ended March 31, 2005 and 2004, respectively.

Note 5 - Income Taxes

At March 31, 2005, the Company had net operating loss (“NOL”) carryforwards of approximately
$37,300,000 which expire in various years through 2025, available to offset future taxable income. The deferred tax
assets consist primarily of net operating loss carryforwards. Realization of deferred tax assets is dependent on future
earnings, if any, the timing and amount of which is uncertain. Accordingly, the deferred tax assets have been fully
offset by valuation allowances of the same amount.

The Company believes that an “Ownership Change” occurred in January 1996 within the meaning of Section
382 of the Internal Revenue Code. Under an ownership change, the Company will be permitted to utilize
approximately $13,000,000 in NOL carryforwards (available on the date of such change) in any year thereafier to
reduce its income to the extent that the amount of such income does not exceed the product of (the “Section 382 limit™)
the fair market value of its outstanding equity at the time of the ownership change and the long-term tax exempt rate
published by the IRS. Any ownership changes in the future could limit the availability of the NOL carryforwards.

Note 6~ Long-Term Liabilities
Capital Lease Obligations
The Company is obligated under various leases for equipment, which expire at various dates through March
2007. Total assets capitalized under capital leases were approximately $296,000 with accumulated depreciation of

approximately $71,000 at March 31, 2005.

Minimum future lease payments under capital lease obligations as of March 31, 2005 are as follows (in
thousands):

Year ending March 31,
2006 $ 148
2007 109
Total future minimum lease payments 257
Less amount representing interest (30)
Present value of net minimum lease payments 227
Less current portion 115
S

Deferred Rent

Deferred rent is attributable to the accrual of additional rent expense associated with the Company’s new
corporate headquarters, as a result of amortizing the total amount to be paid, including known rent escalations, on a
straight-line basis over the life of the lease including the rent free period.
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Note 7- Preferred Stock And Related Party Transactions
Related Parties

The Company has raised additional capital through the issuance of convertible debt and convertible
preferred stock through various affiliated entities over the last five years, SCP Private Equity Partners II, LP
(“SCP”) is the majority sharcholder of Selway Partners, LLC (“Selway”) and Selway Management, Inc. (“Selway
Mgt.”) with five current members of the Company’s Board of Directors being affiliated with SCP and Selway. CIP
Capital LP (“CIP”) is an affiliate of SCP in that Mr. Winston Churchill is a managing partner in both. CSSMK,
LLC (“CSSMK?”) is an entity which is majority owned by Henry F. Nelson, the Company’s President and Chief
Executive Officer and director. Klein Partners I, LLC (“Klein LLC’) is an entity which is majority owned by
Mitchell Klein, a director of the Company.

Series A Convertible Preferred Stock

In connection with a subordinated convertible debt financing in November 2000, the Company’s Board of
Directors created the Series A Convertible Preferred Stock (“Series A Preferred”). As subsequently amended on
March 31, 2003, each share of Series A Preferred is convertible, at the option of the holder, into 1.181818 shares of
common stock, subject to adjustment as defined. The Series A Preferred contain limited anti-dilution protection and
adjustment rights granted to each share. Dividends accrue on a cumulative basis at an annual floating rate equal to
prime rate plus 2.5 % payable in additional shares of Series A Preferred issued at a price of $1.30 per share, subject
to adjustment as defined. The holders of Series A Preferred will also share pari passu on an as converted basis in
any dividends declared on the Company’s common stock. Each share of Series A Preferred shall be entitled to one
vote for each share of Common Stock into which it is convertible. The Series A Preferred may be redeemed at any
time after five years from date of issuance, out of legally available funds as determined by the Company, for cash at
$1.30 per share (subject to adjustment as defined) plus an amount equal to the amount of all declared but unpaid
dividends if certain requirements and/or conditions are met. In the event of any liquidation, dissolution or winding-
up of the Company, whether voluntary or involuntary, subject to the rights of the holders of 8% Preferred Stock to
be paid on a pari passu basis with the Series A Preferred, the holders of the Series A Preferred shall be entitled to an
amount equal to $1.30 per share as adjusted for any recapitalizations, stock combinations, stock splits and the like
with respect to such shares.

As part of the refinancing completed in March 2003, Selway and CIP, were granted warrants, exercisable
immediately, to purchase 461,538 shares of Series A Preferred stock at $1.44 per share, which would be convertible
into 545,454 shares of common stock. A warrant to purchase 346,154 shares of Series A Preferred will expire in
November 2007 and a warrant to purchase 115,384 shares of Series A Preferred will expire in January 2008. In
connection with this refinancing, Selway was also issued a warrant to purchase 20,000 shares of common stock at
$7.20 per share which expire in November 2008.

Series B Convertible Preferred Stock

Series B Convertible Preferred Stock (“Series B Preferred”) is convertible on a 70:1 basis to common stock
and provides for cumulative dividends at 1.915% of an issue price of $67.886 per share, payable monthly in cash or
in additional shares of Series C Convertible Preferred Stock (“Series C Preferred”) at the holder’s option.

Holders of shares of Series B Preferred shall be entitled to vote equally with the shares of the Company’s
common stock and not as a separate class, at any annual or special meeting of stockholders of the Company on the
following basis: each holder of shares of Series B Preferred shall be entitled to such number of votes as shall be
equal to the number of shares of common stock into which the holder’s Series B Preferred shares would convert
immediately after the close of business on the record date fixed for such meeting. In addition, the holders of shares
of Series B Preferred shall be entitled as a separate single class to elect two members to the Board at each election of
directors.

In the event of any liquidation, whether voluntary or involuntary, before any distribution or payment shall
be made to any holders of any junior stock, the holders of Series B Preferred shall be entitled to be paid out of the
assets of the Company an amount per share equal to the greater of (a) 51.6% of the Series B original issue price,
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which is equivalent to 350% of the original investment, plus an amount equal to all accrued and unpaid dividends or
(b) the price per share a holder of Series B Preferred would have been entitled to receive had all shares of
outstanding preferred stock been converted into common stock immediately preceding such liquidation. The Series
B Preferred provides for anti-dilution protection. All outstanding shares of Series B Preferred may be redeemed, out
of legally available funds as determined by the Company, if certain requirements and/or conditions are met on
March 31, 2006.

On March 31, 2003, Selway, Selway Mgt. and CIP converted $1,035,000 of subordinated convertible
debentures, plus accrued interest of approximately $198,000, into 123,344 shares of Series B Preferred.

For the year ended March 31, 2005, the Company issued a total of 83,811 shares of Series C Preferred in
settlement of dividends of approximately $163,000 on its Series B Preferred Stock. For the year ended March 31,
2004, the Company paid cash dividends of approximately $163,000 to shareholders of its Series B Preferred.

As of March 31, 2005, the 123,344 shares of Series B Preferred may be converted into 8,634,080 shares of
the Company’s common stock.

Series C Convertible Preferred Stock

Series C Preferred provides for annual cumulative dividends at 8% of the issue price of $1.9396 per share,
payable semi-annually in cash or in additional shares of Series C Preferred at the Company’s option. Series C
Preferred shares are convertible on a 2:1 basis into shares of common stock at the option of the holder.

Holders of shares of Series C Preferred shall be entitled to vote equally with the shares of the Company’s
common stock and not as a separate class, at any annual or special meeting of stockholders of the Company on the
following basis: each holder of shares of Series C Preferred shall be entitled to such number of votes as shall be
equal to the number of shares of common stock into which the holder’s Series C Preferred shares would convert
immediately after the close of business on the record date fixed for such meeting. In addition, the holders of shares
of Series C Preferred shall be entitled as a separate single class to elect two members to the Board at each election of
directors.

In the event of any liquidation, whether voluntary or involuntary, before any distribution or payment shall
be made to any holders of any junior stock, the holders of Series C Preferred shall be entitled to be paid out of the
assets of the Company in an amount per share equal to the greater of (a) 200% of the Series C original issue price
plus an amount equal to all accrued and unpaid dividends or (b} the price per share a holder of Series C Preferred
would have been entitled to receive had all shares of outstanding preferred stock been converted into common stock
immediately preceding such liquidation. The Series C Preferred provides for anti-dilution protection. All
outstanding shares of Series C Preferred may be redeemed, out of legally available funds as determined by the
Company, if certain requirements and or conditions are met on September 1, 2009. :

On September 5, 2003, the Company and SCP entered into a Series C Convertible Preferred Stock
Purchase Agreement (“Series C Preferred Agreement”) wherein SCP agreed to purchase 1,546,711 shares of Series
C Preferred in the Company for $3 million. As a part of the investment agreement with SCP for the purchase of the
Series C Preferred, the Company amended its agreements with Selway and CIP with respect to the rights associated
with the Company’s Series A Preferred and Series B Preferred.

On December 31, 2003, the Company amended the Series C Preferred Agreement to include CSSMK,
wherein CSSMK purchased 257,785 shares of Series C Preferred for $500,000.

On March 31, 2004, Selway and CIP, in the aggregate converted $1,613,216 of Series A Convertible
Debentures into 831,726 shares of Series C Preferred at a price of $1.9396 per share.

On September 22, 2004, the Company further amended its Series C Preferred Agreement, whereby the
Company sold 180,450 shares of Series C Preferred to SCP for $350,000 and sold 51,557 shares of Series C
Preferred to CSSMK for $100,000.



On January 28, 2005, the Company entered into a new Series C Convertible Preferred Stock Purchase
Agreement (“New Series C Preferred Agreement”) with SCP and CSSMK under similar terms to the original
agreement, whereby the Company sold 257,783 shares of Series C Preferred to SCP for $500,000 and sold 51,557
shares of Series C Preferred to CSSMK for $100,000. Pursuant to the agreement, SCP, or at the discretion of SCP,
CIP, agreed to purchase a minimum of 77,336 additional shares of Series C Preferred for $150,000, on or before
April 15, 2005 (the “Second Closing™). In addition, SCP could, at its sole discretion, expand the number of shares to
be purchased at the Second Closing to a maximum of 128,893 shares of Series C Preferred for $250,000. SCP
elected to purchase 128,893 shares of Series C Preferred for $250,000 on April 15, 2005.

On February 23, 2005, the Company amended the New Series C Preferred Agreements to include Klein
LLC, wherein Klein LLC purchased 128,892 shares of Series C Preferred for $250,000.

For the year ended March 31, 2005, the Company issued a total of 83,811 shares of Series C Preferred in
settlement of dividends of approximately $163,000 on its Series B Preferred Stock.

The Company issued 228,658 and 46,993, shares of Series C Preferred in settlement of dividends on its Series
C Preferred for the years ended March 31, 2005 and 2004, respectively. The Company has accrued additional
dividends of approximately $47,000 and $24,000 associated with its Series C Preferred at March 31, 2005 and 2004,
respectively. Accrued dividends are included under the caption of accrued expenses as of March 31, 2005 in the
accompanying consolidated financial statements.

As of March 31, 2005, the Company has issued 3,665,926 shares of Series C Preferred, which is
convertible into 7,331,852 shares of the Company’s common stock.

In connection with the purchases of Series C Preferred by CSSMK and Klein LLC, CSSMK and Klein
LLC entered into a Stockholders Agreement with SCP, wherein the transfer and assignment of the Series C
Preferred is restricted pursuant to the terms of the Stockholders Agreement and SCP is granted rights of first refusal
and certain voting rights. CSSMK and Klein LLC may be deemed affiliates of SCP as a result of the agreement
entered into by and between CSSMK and SCP whereby CSSMK and Klein LLC agree to vote in accordance with
SCP on certain matters as stated in the agreement.

8% Convertible Preferred Stock

On October 1, 2001, any outstanding 8% Preferred Stock automatically converted into shares of common
stock at the lesser of $3.75 per share or the average bid price for the common stock for twenty consecutive trading
days ending five business days prior to October 1, 2001.

The terms and conditions of the Company’s 1996 Unit Purchase Agreement (the “Unit Placement™)
required holders of 8% Preferred Stock to automatically convert the issued and outstanding shares of Preferred
Stock into shares of ClearStory’s Common Stock. In compliance with the Unit Placement, the Company determined
that one share of Preferred Stock was convertible into 1.9455 shares of Common Stock.

As March 31, 2005, there remain 74,031 shares of 8% Preferred Stock outstanding which is convertible
into 144,027 shares of common stock.

Other Related Party Transactions

The Company incurred interest expense on its convertible debt held by Selway and CIP during the fiscal years
ended March 31, 2004 of approximately $171,000. The Company made principal and interest payments on the
convertible debt totaling $576,000 during the fiscal year ended March 31, 2004.

On September S, 2003, the Company acquired certain assets and assumed certain liabilities of WebWare
from Diablo Management Group, as assignee for the benefit of creditors of WebWare, of which SCP was a
significant shareholder. The total purchase price was $1.3 million of which the Company paid $500,000 in cash and
issued 716,204 shares of its common stock valued at $300,000.
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Note 8 - Employee Benefit Plan

The Company has a 401(k) salaried deferred benefit plan covering substantially all employees who have
met certain requirements. The Company matches contributions on a discretionary basis as determined by the Board
of Directors. The Board of Directors elected to make matching contributions of approximately $66,000 and $16,000
for the years ended March 31, 2005 and 2004, respectively.

Note 9 - Stock Option Plans
1992 Directors’ Stock Option Plan

The 1992 Directors’ Plan (the “1992 Directors’ Plan™) authorized 100,000 options to be granted under the
plan with the exercise price per share of not be less than the fair market value of the shares underlying such option on
the date of grant. No more grants will be made under the 1992 Directors’ Plan. At March 31, 2005 and 2004, the
Company had 44,000 options outstanding at a weighted average exercise price of $11.70 per share.

1997 Employee Stock Option Plan

The 1997 Equity Incentive Plan is the successor plan to the Company’s 1992 Stock Option Plan, which was
terminated in 1996. The outstanding options remain in effect according to their terms and conditions. Under the
1997 Equity Incentive Plan, the Company may grant incentive and nonqualified stock options to purchase up to an
aggregate of 3,000,000 shares of common stock to directors, employees and consultants. Options may be granted at
an exercise price of not less than 100 percent of the fair market value of the stock at the date of grant. Stock options
become exercisable over varying dates as determined by the Board of Directors and expire no later than 10 years and
one day from the date of the grant. At March 31, 2005, there were 354,644 options available for grant under 1997
Equity Incentive Plan. The Company had 2,579,786 and 1,538,236 options outstanding at a weighted average exercise
price of $0.98 and $1.62 per share at March 31, 2005 and 2004, respectively.

2004 Directors’ Stock Option Plan

The 2004 Directors’ Option Plan (the “2004 Director’ Plan”) is the successor plan to the 1992 Directors’
Option Plan, which was terminated. The plan authorized 800,000 options to be granted under the plan and provided
that each outside director receive an initial grant of 25,000 stock options on the date of appointment or election to the
board of directors, or outside directors serving at December 31, 2003. Each outside director will receive an annual
grant of 10,000 stock options upon each anniversary and, if an outside director is a member of the Company’s Audit
Committee or Compensation Committee, an additional annual grant of 5,000 options for service on each of those
committees. The exercise price per share of any option granted under the 2004 Directors’ Plan shall not be less than
the fair market value of the shares underlying such option on the date of grant. At March 31, 2003, there were 398,000
options available for grant under 2004 Directors’ Plan. At March 31, 2005, the Company had 402,000 options
outstanding at a weighted average exercise price of $0.35 per share, all of which were issued in March 2005.

The following is a summary of all of the stock option activity under the various plans:

Weighted

Number Average
of Exercise Price

Shares Price (3)
QOutstanding at March 31, 2003 165,288 18.18
Granted 1,469,378 1.00
Cancelled (25,430) 13.78
QOutstanding at March 31, 2004 1,609,236 2.56
Granted 1,466,000 0.35
Cancelled (43,450) 31.32
Outstanding at March 31, 2005 3,031,786 1.08
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The following table summarizes information about stock options outstanding and exercisable at March 31,

200s.
Options Outstanding Options Exercisable
Weighted Average Weighted
Number Contractual Number Average
of Exercise Life of Exercise
Exercise Price Shares Price  Remaining Shares Price
$0.35 1,466,000 § 035 10.0 722,000 $ 035
$0.80 - $1.20 1,501,378 § 1.00 8.6 681,724 & 1.00
$5.00- $75.40 64,408 § 19.59 27 64408 $ 19.59
3,031,786 § 1.08 9.2 1,468,132 § 1.50

Note 10 - Stock-Based Compensation

All stock options and warrants that have been granted to employees have been at or above fair market value of
the Company’s common stock at the time of grant. As a result, no compensation expense or other accounting relating
to the Company’s stock options issued has been required to be recorded within its financial statements. The foregoing
accounting is in accordance with APB Opinion No. 25, Accounting for Stock Issued to Employees, and related
interpretations. The Company has adopted the disclosure provisions of SFAS No. 123, 4ccounting for Stock-Based
Compensation. Included below is the impact of the fair value of employee stock-based compensation plans on net loss
and net loss per share on a pro forma basis for awards granted pursuant to SFAS No. 123. Had compensation expense
been determined as provided in SFAS No. 123 for stock options using the Black-Scholes option pricing model, the pro
forma effect would have been (in thousands, except per share amounts):

2005 2004

Net loss attributable to common shareholders:

As reported $ (1,872) § (2,602)

Pro forma - SFAS 123 $ (2,353 8§ (3,053)
Basic and diluted net loss per share:

As reported $ 031 $§ (0.46)

Pro forma - SFAS 123 $ (0.39) § (0.54)

The fair value of each option grant is calculated using the following weighted average assumptions:

2005 2004
Expected life (years) _ 7 10
Interest rate 3.66% 2%
Volatility 100% 181%
Dividend yield 0% 0%

Note 11 - Commitments and Contingencies
Legal Proceedings

The Company was a defendant in an action commenced by one of its customers for the return of certain
payments made prior to the customer’s bankruptcy petition in the amount of approximately $121,000. The
Company contested the action and asserted a number of affirmative defenses on its behalf. In February 2005, the
Company entered into a settlement agreement whereby all claims regarding this action were settled for $30,000.
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This settlement was paid and reflected in the Company’s consolidated results of operations for the year ended March
31, 2005.

The Company is involved in other legal proceedings and is subject fo various claims that arise in the normal
course of business. The Company’s management does not expect that the results in any of these proceedings or claims
will have a material adverse effect on the Company’s consolidated financial position or results of operations.

Employment Agreements

The Company has employment agreements with certain of its executive officers which provide for six
months to 1 year of severance in the event of termination without cause, or a change of control of the Company, as
defined in the agreements.

Lease Commitments
On October 30, 2003, the Company entered into a new operating lease for its corporate headquarters which
expires in April 2011. The lease includes provisions requiring the Company to pay a proportionate share of
increases in real estate taxes and operating expenses over base period amounts. Additionally, the Company leases

office space for its Sausalito, California location which expires in October 2009.

Minimum payments for these leased properties for subsequent years are as follows (in thousands):

Year ending March 31,
2006 $ 539
2007 570
2008 574
2009 577
2010 549
Thereafter 537

§ 3,346

Rent expense, net of sublease income for the years ending March 31, 2005 and 2004 was approximately
$733,000 and $402,000, respectively.

Note 12 - Segment Information

The Company operates as a single reportable segment as a developer and seller of software for electronic
document distribution, storage and presentment.

Revenue was derived from customers in the following geographic areas (in thousands):

Year Ended March 31,

2005 2004
North America $ 10,375 $ 7,524
Europe 815 835
Other 398 470
$ 11,588 $ 8,829
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Note 13 - Non-recurring items

The Company recorded non-recurring charges for $301,000 for the year ended March 31, 2004 which
consisted of severance, relocation and moving expenses incurred as part of a plan to realign its operations as a result of
the acquisition of WebWare. At March 31, 2004, the remaining liability for these costs was approximately $90,000, all
of which was paid during the year ended March 31, 2005.

Note 14 — Liquidity

Based upon the Company’s current operating outlook for the upcoming fiscal year, coupled with the
proceeds of $250,000 from the issuance of Series C Preferred Stock on April 15, 2005 and the proceeds of $750,000
from the issuance of a 10% convertible note on June 16, 2005, supplemented by advances under its accounts
receivable factoring agreement, the Company anticipates that it should have sufficient liquidity to satisfy its
operations and capital requirements for the next twelve months. However, the Company may need additional
financing to further supplement its liquidity needs, especially for intra-quarter liquidity requirements that depend on
the timing and amount of monthly cash receipts that are anticipated by its current operating outlook. The Company
has incurred operating losses and negative cash flows for the past two fiscal years, since its acquisition of WebWare,
that have historically been funded through the issuance of additional equity capital from its major stockholders.
While the Company expects its revenue for the upcoming fiscal year to be in excess of its revenue for the current
fiscal year due to significant investments in its direct sales and marketing efforts, the establishment of new sales
distribution channels and the development and release of new products, there can be no assurances that the
Company will be able to achieve revenue levels or sufficiently reduce expenses to allow the Company to become
profitable without detrimentally affecting its revenues or market position. Additionally, the Company already has a
working capital deficit of $3,708,000 as of March 31, 2005, compared to a working capital deficit of $2,609,000 as
of March 31, 2004, which increases the need for the Company to successfully execute and deliver on its current
business plan. The Company expects its working capital deficit to increase as the Company anticipates incurring
operating losses over the first eight months of fiscal 2006. In the event that the Company’s plans or assumptions
change or prove to be inaccurate (due to revenue shortfalls, unanticipated expenses, difficulties, delays or
otherwise), the Company may have insufficient funds to support its operations. Over the past several years, the
Company has been successful in raising additional funds from its major shareholders which has allowed the
Company to continue to make certain strategic investments. However, the Company’s ability to garner continued
financial support from these, or other investors, should the need arise cannot be assured.
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Note 15 - Quarterly Results (Unaudited)

This unaudited information has been prepared on the same basis as the audited Consolidated Financial
Statements appearing elsewhere in this Form 10-KSB and, in the opinion of the Company’s management, reflects all
adjustments (of a normal and recurring nature) which are necessary to present fairly this information for the quarters
presented. This information should be read in conjunction with the audited Consolidated Financial Statements and
Notes thereto included elsewhere in this Form 10-KSB. Result of operations of the Company for any quarter may
not be indicative of the results that may be expected for future periods.

For the Fiscal Quarter Ended

06/30/04 09/30/04 12/31/04 03/31/05
Revenues $ 2,983 § 2,577 § 2,704 § 3,324
Cost of revenues 890 999 853 823
Gross profit 2,093 1,578 1,851 2,501
Operating expenses 1,967 2,145 2,178 2,731
Operating income (loss) 126 (567) (327) (230)
Interest expense, net (26) (28) (94) (96)
Net income (loss) $ 100 % (595) % (421) S (326)

For the Fiscal Quarter Ended

06/30/03 09/30/03 12/31/03 03/31/04
Revenues $ 2,078 §$ 1,790 §$ 2,229 $ 2,732
Cost of revenues 300 466 777 827
Gross profit 1,778 1,324 1,452 1,905
QOperating expenses (1) 1,613 2,245 2,606 1,895
Operating income (loss) 165 921) (1,154) 10
Interest expense, net (107) (101) (130) (86)
Net income (loss) $ 58 % (1,022) $ (1,284) $ (76)
(1) The Company recorded non-recurring items totaling approximately $301,000 in the quarter ended September

30, 2003. These charges consist of severance, relocation and moving expenses to be incurred as part of a plan
to realign the operations as a result of its acquisition of WebWare on September 5, 2003.
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